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ECONOMIC REPORT OF THE PRESIDENT

To THE CONGRESS OF THE UNITED STATES:

As we begin a new year, the country is still emerging from the worst
recession in generations. Across the nation, millions lost their jobs, their
businesses, and their sense of security about the future. Many have had to
put off their plans for a better life: going to college, buying a new home, or
retiring after a long career.

At the same time, we’ve seen encouraging signs that the recovery is
beginning to take hold. An economy that had been shrinking for a year
is now growing again. After two years of job losses, our economy added
more than one million private sector jobs in 2010. Yet, as we all are too well
aware, the recovery is not happening fast enough. Millions of Americans—
our neighbors, friends, family members—are still looking for jobs. This
means that the most immediate task must be to get our fellow Americans
back to work by accelerating economic growth and job creation by the
private sector.

That’s why, at the end of last year, I signed into law a measure
to prevent taxes from rising on middle-class families and to create new
incentives for businesses to create jobs. This bipartisan compromise cut
payroll taxes for 155 million workers, prevented a $3,000 tax increase from
going into effect on the typical working family, and extended important
tax credits to help families make ends meet and send their kids to college.
The law also extended unemployment insurance, preventing 7 million
Americans from losing their benefits as they look for new work, and gave
businesses two powerful incentives to invest and create jobs. These were
100 percent expensing of investment expenditures and an extension of the
research and experimentation tax credit.

I proposed an up-front investment in building new roads, rails,
and runways to upgrade our infrastructure and create new jobs. And last
month, I laid out a commonsense approach to regulation that is pragmatic,
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based on evidence, and driven by data that will help lay the groundwork
for economic growth and job creation while continuing to protect
our health, safety, and environment. In addition, my Administration has
moved aggressively to open markets abroad and boost exports of American
goods and services.

These steps will help the economy this year. But it is also essential
that we take stock and look to the future—to what kind of America we
want to see emerge from this crisis and take shape for the generations of
Americans to come.

We know what it takes to compete for the jobs and industries of
our time. We know what we have to do to win the future. We need to
out-innovate, out-educate, and out-build the rest of the world. We have to
make America the best place on Earth to do business. We need to rein in
deficits after a decade of rising debt, and reform our government. This is
the way to robust and widely shared prosperity.

The first step in winning the future is encouraging American inno-
vation. That is ultimately driven by free enterprise. But public support also
plays an essential role in encouraging innovative research and develop-
ment. It holds incredible promise for our future. That is why, throughout
history our government has provided cutting-edge scientists and inventors
with the support that they need. This is what planted the seeds for the
Internet. This is what helped make possible breakthroughs like computer
chips and GPS.

Two years ago, I set a goal for America: that we needed to reach
a level of research and development we haven’t seen since the height of
the Space Race. And this year, my budget helps us meet that goal. We'll
invest in biomedical research, information technology, and especially
clean energy technology—an investment that will strengthen our security,
protect our planet, and create countless new jobs for our people.

We’ve begun to reinvent our energy policy. We're telling America’s
scientists and engineers that if they assemble teams of the best minds in
their fields, and focus on the hardest problems in clean energy, we’ll fund
the Apollo Projects of our time. We’re doing this through investments in
innovation hubs across America. These are teams of scientists focused
on one difficult problem. We’re also supporting the Advanced Research
Projects Agency for Energy, modeled on a successful defense agency that
has developed cutting-edge technologies for decades.

In addition, clean energy breakthroughs will only translate into
clean energy jobs if businesses know there will be a market for what they’re
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selling. So in my State of the Union, I called on Congress to join me in
setting a new goal: by 2035, 80 percent of America’s electricity will come
from clean energy sources.

The second part of our strategy is education. Over the next ten years,
nearly half of all new jobs will require education that goes beyond a high
school degree. And yet, as many as a quarter of our students aren’t even
finishing high school. The quality of our math and science education lags
behind many other nations. And so the question is whether all of us—as
citizens, and as parents—are willing to do what’s necessary to give every
child a chance to succeed.

Of course, our schools share this responsibility. When a child walks
into a classroom, it should be a place of high expectations and high perfor-
mance. Yet too many schools in our country don’t meet this threshold test.
That’s why we launched a competition called Race to the Top. Race to the
Top is the most meaningful reform of our public schools in a generation.
For less than one percent of what we spend on education each year, it has
led over 40 states to raise their standards for teaching and learning.

Next, because an increasing number of jobs require more than a
high school diploma, higher education must be within reach of every
American. So we’ve ended the taxpayer subsidies that went to banks to act
as a middleman in the student loan process, and used the savings to make
college affordable for millions of students. And this year, we will work to
make permanent our tuition tax credit—worth $10,000 for four years of
college. We are also revitalizing America’s community colleges, which
will help us reach the goal I set two years ago: by the end of the decade,
America will once again have the highest proportion of college graduates
in the world.

The third step in winning the future is rebuilding America. To
attract new businesses to our shores, we need the fastest, most reliable
ways to move people, goods, and information—from high-speed rail to
high-speed internet. That is why, over the last two years, we have begun
rebuilding for the 21st century, a project that has meant thousands of good
jobs for the hard-hit construction industry.

We will put more Americans to work repairing crumbling roads and
bridges. We will make sure this is fully paid for, attract private investment,
and pick projects based on what’s best for the economy, not politicians.
Within 25 years, our goal is to give 80 percent of Americans access to high-
speed rail, which could allow you to go places in half the time it takes to
travel by car. Routes in California and the Midwest are already underway.
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And within the next five years, we will also make it possible for business to
deploy the next generation of high-speed wireless coverage to 98 percent
of all Americans.

All these investments—in innovation, education, and infrastruc-
ture—will make America a better place to do business and create jobs. But
to help our companies compete, we also have to knock down barriers that
stand in the way of their success.

To help businesses sell more products abroad, we set a goal of
doubling our exports by 2014. My Administration has worked to knock
down barriers our exporters face and advocated for U.S. exporters
abroad—resulting in signing important deals to sell more American goods
and services to China and India. And in December, we finalized a trade
agreement with South Korea that will support at least 70,000 American
jobs. This agreement has unprecedented support from business and labor,
Democrats and Republicans, and I've asked Congress to pass it as soon
as possible. Finally, we are also pursuing agreements with Panama and
Colombia, and continuing our Asia Pacific and global trade talks.

To reduce barriers to growth and investment, I've ordered a review
of government regulations. When we find rules that put an unnecessary
burden on businesses, we will fix them. But I will not hesitate to create or
enforce commonsense safeguards to protect the American people. That’s
what we’ve done in this country for more than a century, from child labor
laws to protections for our air and water. It’s why last year, we put in place
consumer protections against hidden fees and penalties by credit card
companies, and new rules to prevent another financial crisis. And it’s why
we passed reform that finally prevents the health insurance industry from
exploiting patients.

The final step in winning the future is to make sure we aren’t buried
under a mountain of debt. We are living with a legacy of deficit-spending
that began almost a decade ago. And in the wake of the financial crisis,
some of that was necessary to keep credit flowing, save jobs, and put
money in people’s pockets.

That is why in my Budget, I've proposed that government live within
its means while investing in the future. I have promised to veto any bill that
contains earmarks. I've proposed freezing annual domestic spending for
the next five years. This would reduce the deficit by more than $400 billion
over the next decade, and will bring discretionary spending to the lowest
share of our economy since Dwight Eisenhower was President.
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Yet, at the same time, we cannot solve our fiscal problems on the
backs of our most vulnerable citizens. And it would also be a mistake to
cut the deficit by gutting our investments in innovation and education,
which are so critical for our future prosperity. The fact is, priorities like
education, innovation, and infrastructure have traditionally commanded
bipartisan support. There are no inherent ideological differences that
should prevent Democrats and Republicans from improving our economy.
We are all Americans, and we are all in this race together—we can focus on
what is necessary for America to win the future.

For as difficult as the times may be, the good news is that we know
what the future could look like for the United States. We can see it in the
classrooms that are experimenting with groundbreaking reforms, and
giving children new math and science skills at an early age. We can see it in
the wind farms, solar plants, and advanced battery plants that are opening
across America. We can see it in the laboratories and research facilities all
over this country that are churning out discoveries and turning them into
new start-ups and new jobs.

Our job is simply to harness the potential that exists all across this
country, and this economic report lays out the policies that will help our
nation succeed by doing exactly that. In the subsequent chapters, we will
look at the progress that has been made over the past year. In addition, this
report will lay out many of the policies that will foster growth and make
our economy more competitive. That is our great challenge today. And I
am absolutely confident it is one we will meet.

THE WHITE HOUSE
FEBRUARY 2011
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CHAPTER 1

FROM CRISIS TO
RECOVERY AND GROWTH

he recession that began at the end of 2007 was both the longest and

the worst since the Great Depression more than 75 years ago. By some
measures, such as the total jobs lost, it was as deep as the past three reces-
sions combined.

It was a breathtaking moment of free fall in the private sector. Capital
markets collapsed. Credit to businesses froze. Banks failed. Foreclosures
soared. National output fell at rates not seen in decades. And millions of
people lost their jobs.

Policymakers in the Administration, Congress, and the Federal
Reserve responded with aggressive, concerted actions to stop the crisis.
Although there will likely be debates over the impact of each of those
responses for decades to come, few can dispute that the economic climate
has improved substantially from the darkest days at the end of 2008 and the
beginning of 2009 in large part because of these actions. And the Nation’s
economy did not fall into depression.

As gross domestic product (GDP) has been recovering, and as the
private sector has added more than 1.1 million jobs since the beginning
of 2010, economic policy has shifted from crisis to recovery and fostering
growth.

This year, the Economic Report of the President puts its primary focus
on the particular moment in which the Nation now finds itself—a moment
when the most important priority is reestablishing the primacy of broad-
based growth to ensure the well-being of the American people and to keep
America the premier economy on Earth.

Without question, growing our way out of the hole left by the crisis
will take a determined effort across industries, states and localities, and the
Federal Government. Data from many countries over many years docu-
ment how painful the emergence from a deep financial crisis can be. The
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challenges today have been heightened by the need to confront multiple
pressures, many of which are lingering effects of the crisis itself: financial
woes in Europe, continued weakness in the U.S. housing market, depleted
state and local government budgets, and the need to improve the Nation’s
long-term fiscal situation. And yet the American economy has now been
growing for more than a year and a half. The private sector, as of this writing,
has added jobs for 11 consecutive months. The economy must grow faster,
but certainly this is movement in the right direction.

The challenge will be to shift the focus of the U.S. recovery away
from the boom-and-bust cycles of the recent past toward more sustainable
growth. In particular, from 2001 to 2005, the two overwhelming drivers of
growth were increased consumer spending and investment in residential
real estate. Each was unsustainable. Consumption spending grew faster
than income, and the personal saving rate fell dangerously close to zero.
The bursting of the housing bubble left millions of vacant homes and
lowered home prices such that investment in the housing sector is still
struggling to recover.

Figure 1-1
Unsustainable Expansion: Recent Boom vs. Past Booms

Share of contributions to growth
0.15

0.10 ~

0.05 +
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Personal consumption Residential Exports Business fixed
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Note: The figure shows the share of contribution to GDP growth from 2001:Q1 to 2005:Q4 minus
the share of contribution to growth from 1953:Q2 to 2001:Q1.
Source: Bureau of Economic Analysis, National Income and Product Accounts.

Figure 1-1 shows how imbalanced the early 2000s were relative to
normal expansions in the second half of the 20th century. It illustrates
the share that personal consumption, residential investment, exports, and
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nonresidential business fixed investment contributed to GDP growth during
the five years following the business cycle peak in 2001:Q1, relative to the past
averages. Consumption and residential investment were dramatically
outsized contributors to GDP growth during the recent boom compared
to the past. Business investment and exports were dramatically undersized.

U.S. nonresidential investment and exports during 2000-2005 were
weak not only relative to our own history, but also relative to other major
economies. Figure 1-2 shows that U.S. nonresidential investment barely
grew at all over those years. Nonresidential investment grew faster in other
G-7 countries than in the United States and grew even faster in a broader set
of advanced economies.

Figure 1-2
U.S. Investment Growth Lagged Other Major Economies, 2000-2005

Growth (percent)
20

United States Other G-7 All other advanced OECD

Note: Cumulative growth in real gross private nonresidential fixed capital formation, 2000—
2005.
Sources: OECD Economic Outlook no. 88, Annex Table 6; CEA calculations.

Figure 1-3 shows the cumulative growth of exports from the United
States during 2000-2005, compared with export growth in other high-
income economies and other major exporters. Clearly, U.S. export growth in
the early 2000s was weak relative to export growth in other major economies.

The Nation can do better, and the Administration has outlined a plan
to enable it to do so. It is important to remember that the recent consumption
and residential booms were aberrations. The goal now is to return to more
sustainable sources of growth, where nonresidential business investment
and exports take a more central role. To help business investment reclaim
this role as a key driver of growth, the Administration has made extensive
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efforts to encourage businesses to invest at home—through tax policy, credit
policy, and the public investments that make the United States an attractive
place to do business. With the momentum of the recovery building among
our trading partners, the Administration also believes that we should turn to
greater exports as an important source of growth going forward.

Figure 1-3
U.S. Export Growth Lagged Other Top Exporters, 2000-2005

Growth (percent)
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United States Other advanced top 20 Other advanced and emerging
exporters top 20 exporters

Notes: Cumulative growth in exports of goods and services, 2000-2005. This analysis of the top
20 exporters excludes Belgium due to lack of data prior to 2002.
Sources: World Bank, World Development Indicators; CEA calculations.

The United States established itself as the premier economic power
in the world based on the energy and ingenuity of its people, and the
Administration will continue to reinforce this foundation of our growth—
educating workers, investing in science, and building the infrastructure
that American companies need to succeed. As the President says, with the
policies in place to support innovation and sustained economic growth, the
United States will “win the future.”

This Economic Report follows these themes in greater detail and also
examines other key aspects of the economy, as described below.

The Year in Review and the Years Ahead

Coming out of the deepest recession since the 1930s, the economy
completed its sixth consecutive quarter of recovery by the end of 2010, as
described in Chapter 2. Real GDP grew 2.8 percent during the four quarters
of 2010, up from 0.2 percent a year earlier. During 2010, stress in financial
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markets eased, the stock market gained 13 percent, and the economy added
1.1 million private sector jobs.

Recent growth in consumer spending reflects improvements in senti-
ment, in the stock market, and in banks’ willingness to lend to consumers,
thus easing many of the adverse shocks received during the recession. The
increase in consumer spending has been achieved without a significant
decline in the personal saving rate.

Housing prices have stabilized, but construction activity and most
aspects of the housing market remain weak, about one-quarter of mortgages
are under water, and the foreclosure rate remains high.

Equipment and software investment grew rapidly during 2010, but
investment in business structures did not. Cash flow is strong. The inventory
investment contribution to real GDP growth has moderated. Export growth
has been strong.

Government policy has supported the recovery during 2009 and
2010, and the Tax Relief, Unemployment Insurance Reauthorization, and
Job Creation Act, the compromise tax framework signed into law by the
President on December 17, 2010, will help the economy in 2011. The posi-
tion of state and local governments, however, remains difficult. At the same
time, long-run fiscal responsibility is crucial, and the Administration has
taken a number of steps to reduce deficits in coming years.

Private sector employment grew in each of the final 10 months of
2010, and the unemployment rate fell during 2010. The Recovery Act, the
Hiring Incentives to Restore Employment Act, and the Education Jobs and
Medicaid Assistance Act all helped to increase employment.

The Administration’s economic forecast reflects the view that the U.S.
economy is operating substantially below its potential level, as indicated
by the elevated unemployment rate. Although the Administration esti-
mates that the potential growth rate of real GDP is 2.5 percent, it believes
that real GDP can grow faster over the next six years as the gap between
actual and potential GDP declines. Reflecting this above-trend growth, the
Administration projects that the unemployment rate will continue to fall
over time.

The Foundations of Growth

As the United States begins to shift from crisis to recovery and growth,
the Nation needs to make critical investments in innovation, infrastructure,
and skills. Chapter 3 details Administration policies in these areas that are
designed to deliver rapid, sustained, and broad-based economic growth and
quality jobs in the years ahead.
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The historical rise in American standards of living, in broad measures
of income per person, in health and longevity, and in the variety of goods
and services that Americans consume, demonstrates the power of long-run
trends over short-run economic cycles in determining Americans’ economic
prosperity. Physical capital (investment), human capital (skills), and innova-
tion are the primary sources of economic growth but have been neglected
for years. To foster innovation, the Administration is proposing critical
investments in basic research, intellectual property rights, antitrust enforce-
ment, research tax credits, entrepreneurship, and national priority areas,
such as biotechnology and nanotechnology, health information technology,
and clean energy. These investments work to ensure that the private sector,
the Nation’s engine of innovation, is not saddled by market failures but can
forcefully and efficiently drive America’s economic growth. Chapter 3 also
discusses the role of infrastructure—including 21st-century transportation,
electricity, and information networks—as a critical platform for growth.

Emphasizing the core importance of skills to U.S. economic growth
and to the quality jobs of today and tomorrow, Administration policy
focuses on enhancing early childhood education, elementary and secondary
schooling, higher education, and job training. These efforts not only help
U.S. citizens live up to their potential and compete in a global economy, but
also work to reverse the Nation’s rising wage inequality and declining rates
of educational attainment relative to other countries.

The World Economy

The world economy saw sustained progress toward economic recovery
in 2010, but growth during the recovery has been unevenly distributed
between advanced and emerging economies.

As part of a broader shift toward growth in the United States that
relies more on exports and investment, the President has set a goal of
doubling nominal U.S. goods and services exports in five years: from $1.57
trillion in 2009 to $3.14 trillion a year by the end of 2014. Through the first
three quarters of 2010, exports increased by 17 percent relative to the same
period in 2009, representing a significant step toward that goal. A sizable
portion of that growth came from increasing exports to emerging markets.
Chapter 4 details the ways in which a changing world economy will affect
this goal, as well as the U.S. role in the world economy.

The President’s National Export Initiative has identified several areas
in which U.S. trade policy can complement the forces already at work in the
evolving global economy to help achieve this export goal. The Administration
is committed to a trade policy that opens new markets for U.S. exporters by
reducing foreign government-imposed tariffs and nontariff barriers. The
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Administration is also actively enforcing commitments taken on by its
trading partners and assisting U.S. exporters with gaining access to trade
credit and streamlining the exporting process.

Health Reform

A signature effort of the Administration has been to ensure the
security and affordability of health insurance coverage while extending
coverage to millions of uninsured Americans. The Affordable Care Act,
which President Obama signed into law in March 2010, is the latest chapter
in nearly a century-long history of efforts to ensure comprehensive health
insurance coverage for more Americans, coupled with major steps in the
quest for high value in health spending. For decades, the policy problem
posed by tens of millions of uninsured Americans has overshadowed the
underlying economic challenge of how to control costs while preserving
the high quality of the American medical care system. In addition to imple-
menting policies to cover the uninsured, the Affordable Care Act introduces
a framework for moving the medical care system toward high-value care.

Chapter 5 describes how the Affordable Care Act controls costs and
improves quality by strengthening physician and hospital incentives to
improve the quality of care and provide care more efficiently. These delivery
system reforms are paired with reforms that create new coverage options
through competitive state marketplaces for insurance, ensure access to
affordable coverage through the provision of tax credits for small businesses
and individuals, and put in place individual and employer responsibility
requirements. Over the next decade, these reforms are expected to expand
coverage to 32 million Americans, make health care more affordable, and
improve the quality of care. The Affordable Care Act is also fiscally respon-
sible. The Congressional Budget Office has estimated that the law will reduce
projected deficits by $230 billion during 2012-21 and by more than $1 tril-
lion in the subsequent decade.

Energy Policy

Energy plays a critical role in the economy, and Chapter 6 outlines key
steps the Administration is taking to transition the Nation toward cleaner
sources of energy that have the potential to support new industries, exports,
and high-quality jobs; to improve air quality and reduce the dangers of
climate change; and to enhance America’s energy security and international
competitiveness.

As an initial step, the Recovery Act directed over $90 billion in public
investment and tax incentives to increasing renewable energy sources such
as wind and solar power, weatherizing homes, and boosting R&D for new
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technologies. Looking forward, the President has proposed a Federal Clean
Energy Standard to double the share of electricity produced by clean sources
to 80 percent by 2035, a substantial commitment to cleaner transportation
infrastructure, and has increased investments in energy efficiency and clean
energy R&D.

These programs are interconnected in important ways. They are all
motivated by the fact that the national benefits from clean energy go beyond
its immediate producers or consumers. The programs focus on different
parts of the clean energy supply chain—innovation, manufacturing, genera-
tion, and use—and thus complement one another. And in the end, the
Administration’s clean energy programs are linked by the goal that in
coming years Americans will breathe cleaner air, enjoy better health, face
reduced risks from climate change, and work and do business in an economy
based on a safer and more secure energy supply.

Supporting America’s Small Businesses

America’s small businesses are an essential building block to economic
growth and prosperity, in part because entrepreneurs create a dispropor-
tionate share of net new jobs in the U.S. economy. Chapter 7 examines the
heavy toll the recession took on small businesses, dramatically reducing
the availability of credit and capital needed to add capacity, hire more
workers, and develop new products. In response to these challenges, the
Administration has taken several important steps, most notably through the
Recovery Act, the Small Business Jobs Act, and the Startup America initia-
tive, to increase the flow of credit and capital to small business.

The Administration has enacted 17 tax cuts for small businesses to
support America’s entrepreneurs. It has also enacted policies to make health
insurance more affordable for small businesses and entrepreneurs and to
facilitate small business exports to new markets overseas. Taken together,
these efforts have improved the outlook for American small business and
created a stronger environment for entrepreneurship.
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CONCLUSION

The past year has seen crucial improvement in the American
economy. Although the recession generated devastating job losses and an
output decline of historic proportions, the economy is no longer on the
brink of a depression. Growth has resumed, jobs are returning, and unem-
ployment is falling. Now is the time to chart the course for an economy that
will provide jobs, new and revitalized industries, and rising living standards
for Americans. This Report lays out the central elements of the path forward.
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CHAPTER 2

THE YEAR IN REVIEW AND
THE YEARS AHEAD

Following the deepest recession since the Great Depression, the U.S.
economy completed its sixth consecutive quarter of recovery at the end
of 2010. The recovery began in the second half of 2009 and the first half
of 2010, but real gross domestic product (GDP) then decelerated around
midyear before growth quickened again to 3.2 percent at an annual rate
in the fourth quarter of 2010 (Figure 2-1). Private sector employment also
decelerated during the summer, before picking up in the fourth quarter.
With the financial crisis now well behind us, and considerable slack
remaining in employment and resources, the U.S. economy has tremendous
potential to grow without reigniting inflation.

Figure 2-1
Real GDP Growth by Quarter
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Note: Q4 indicates preliminary data for 2010:Q4.
Sources: Bureau of Economic Analysis, National Income and Product Accounts.
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DEVELOPMENTS IN 2010 AND THE NEAR-TERM OUTLOOK

Consumption and Saving

Consumer spending composes about 70 percent of GDP and, as is
typical, has been less volatile than the overall economy during this reces-
sion and recovery. Consumption made up about 40 percent of the decline
in GDP during the recession and about 54 percent of the recent rebound.
Movements in this important component of spending reflect changes in
consumer sentiment, household wealth and income, credit availability,
government income support programs, and taxes.

Measures of consumer sentiment fell to their lowest levels of the reces-
sion from November 2008 through February 2009 and rebounded sharply
through May 2010. Confidence slipped a few points around midyear 2010 and
then was roughly stable through October before picking up toward the end
of the year. Nevertheless, sentiment remains well below pre-recession levels.

Figure 2-2
Consumer Sentiment and the Stock Market
Consumer sentiment index Stock market index
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Note: Grey areas represent recessions.
Sources: Wilshire Associates Incorporated; Thompson Reuters (University of Michigan
Surveys of Consumers).

Stock market fluctuations closely parallel those of consumer senti-
ment (Figure 2-2), with a few notable exceptions, such as during 2007,
when sentiment started falling a year earlier than the stock market did.
Nevertheless, sentiment and the stock market have shown similar rebounds
during the recovery, recapturing by December 2010, 95 percent and 76
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percent (respectively) of their recessionary decline since the December
2007 business-cycle peak. Thus, although sentiment and the stock market
sometimes move independently, both have supported the 2010 growth in
consumer spending.

Figure 2-3
Consumption and Net Worth Relative to Disposable Personal Income (DPI)
Consumption/DPI ratio Years of disposable income
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Note: Wealth components for 2010:Q4 were estimated by the CEA.
Sources: Bureau of Economic Analysis, National Income and Product Accounts; Federal Reserve
Board; CEA calculations.

After consumer sentiment, a second prime determinant of consumer
spending is household wealth (also called net worth). As can be seen in
Figure 2-3, the consumption rate (the share of disposable income consumed)
tends to fluctuate with the wealth-to-income ratio. A one dollar drop in
wealth appears to reduce annual consumer spending by two to four cents.
The decline in the wealth-to-income ratio from its 2007 average to its low
point in the first quarter of 2009 amounted to 1.8 years of income. (In other
words, household wealth declined by the amount of income earned in 1.8
years.) This was the deepest decline since compilation of these data began in
1952. Of this 1.8 year-of-income decline, 1.1 years of income was lost from
stock market wealth, and about 0.6 year from housing wealth (net of mort-
gage debt owed). (Components of wealth aside from stock market wealth
and housing wealth edged down slightly relative to income.) Since 2009:Q1,
the wealth-to-income ratio has recovered about 0.4 year of income, with the
rebound entirely due to stock market gains as housing and the other forms
of wealth have edged a bit lower relative to disposable income. After netting
out this rebound, the drop in wealth from 2007 through end-of-year 2010
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has been about 1.3 years of income. A decline in wealth of this magnitude
can be expected to set off an adjustment process that raises the saving rate
by about 4.3 percentage points. With the saving rate having risen from an
average of 1.9 percent during 2005-07 to 5.8 percent in 2010, the adjustment
of personal saving to the lower level of household net worth is now in line
with the fundamentals, taking the historical relationships as a guide.'

Another influence on consumer spending is the willingness of finan-
cial institutions to lend to households. Households prepare for lean times by
saving out of regular income or by planning to draw on bank credit such as
credit cards. When bank credit becomes less readily available, some house-
holds react by saving more so that they can build up their buffer stocks,
and other households, who had been planning to draw on their credit lines,
become unable to do so because credit is not available. The sharp decline in
banks’ willingness to lend during the recession (Figure 2-4) is among the
reasons why the saving rate increased. During 2010, however, the Federal
Reserve’s Senior Loan Officers Survey shows that banks became somewhat
more willing to lend to consumers.

Figure 2-4
Banks' Willingness to Lend to Consumers

Willingness
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2010:Q4
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Note: Willingness = the net percentage of domestic respondents reporting increased willingness
to make consumer installment loans.

Source: Federal Reserve Board, Senior Loan Officer Opinion Survey on Bank Lending
Practices.

! The model was described in the 2010 Economic Report, pp. 117-20.
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Various income support programs have also likely influenced
consumer spending during the past year. Extended unemployment benefits
and emergency unemployment benefits totaled $43 billion in 2009 and
$65 billion in 2010, up from $8 billion in 2008. These benefits stabilized
consumer spending relative to the path that it would have taken otherwise.

Consumer spending has also been sustained by other policies such
as the Making Work Pay (MWP) tax credit, which provides up to $400
($800 for working married couples) for those with earned income up
to $75,000 ($150,000 for couples), and progressively less for those with
income above these limits. For the economy as a whole, MWP lowered tax
liabilities (and boosted disposable income) by roughly $50 billion and $57
billion in calendar years 2009 and 2010, respectively. For 2011, MWP is
being replaced—by provisions of the Tax Relief, Unemployment Insurance
Reauthorization, and Job Creation Act enacted by Congress at the end of
2010 (discussed more fully later in this Chapter). Provisions included a 2
percentage point, one-year reduction in the payroll tax that funds Social
Security, reducing tax liabilities by about $112 billion. In addition, the new
law supports consumer spending by continuing the extension of unemploy-
ment insurance through 2011. This new law was proposed, legislated, and
signed after the Administration economic forecast was finalized, and so its
effects are not included in that forecast.

Although purchases of durable goods, such as motor vehicles and
household appliances, are regarded as consumption in the national income
and product accounts, they can also be considered a form of investment
because they are long-lasting and provide services for the duration of
ownership. Consumer durable purchases are typically more volatile than
other purchases, declining faster than overall consumption during a cyclical
downturn and growing faster than overall consumption during cyclical
recovery periods (for example, durable goods purchases grew at an 11.1
percent annual rate during the four quarters of 2010). Rapid growth of
durables purchases may pull down the saving rate temporarily at some point
during the early part of the recovery.

Developments in Housing Markets

As shown in Figure 2-5, the CoreLogic home price index, a compre-
hensive and closely watched measure of existing home prices, dropped 32
percent from the peak of the housing market in April 2006 to the trough
in March 2009, following the bursting of the housing bubble that built up
between 2002 and 2005. The United States had never before suffered such
a sharp drop in national house prices. Although house prices fell about 30
percent in nominal terms during the Great Depression, general price levels
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at that time fell 25 percent. As a result, the real house price decline during
the Great Depression was only about 7 percent. During the current episode,
the overall inflation rate has slowed but not turned negative, making the
recent decline in house prices far larger in real terms than that during the
Depression.

Figure 2-5
House Prices
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Sources: First American CoreLogic National House Price Index including distressed sales;
CEA calculations.

House prices have generally stabilized since March 2009, fluctuating
around a roughly flat trend line. Nonetheless, house prices have been volatile
over the past year, because of unusual market conditions such as the large
supply of distressed homes on the market and the short-term impetus to
demand from temporary tax credits for homebuyers. Among the factors
that continue to keep sales and starts below their long-run trend levels are
modest income growth, slower household formation, and tighter mortgage
underwriting standards, as well as heightened uncertainty among poten-
tial homebuyers and the large “shadow inventory” of foreclosed and other
distressed properties on (or soon to be on) the market.

The bursting of the housing bubble has posed serious challenges to
homeowners. Houses are typically leveraged assets (that is, financed with
debt); according to the Census Bureau’s American Housing Survey, about 68
percent of owner-occupied houses carry a mortgage. Leverage amplifies the
effects of price changes on household net worth because price changes affect
asset values while leaving outstanding debt unchanged. Because mortgage
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debt does not change when house prices fall, declines in prices cause even
larger declines in home equity (that is, the house value less total mortgage
debt). For example, the owner of a $100,000 house with an $80,000 mortgage
would have $20,000 in home equity. If prices fell 10 percent, the house would
be worth $90,000 and home equity would fall to $10,000—a 50 percent
decline in equity from a 10 percent decline in prices. The higher the leverage,
the larger will be the decline in home equity for a given decline in the value
of the house. For that reason, the 32 percent decline in house prices led to a
56 percent decline in home equity, resulting in a loss of about $7.5 trillion in
net housing wealth over three years.

For many of the most highly leveraged households—in particular
those who bought their homes near the peak of the market with no or low
down payments—the decline in the value of their home was larger than
their equity, meaning that their houses were worth less than their mort-
gages. Many of these underwater borrowers subsequently defaulted on their
mortgage payments, often because they could not keep up with payments
after losing income during the recession and could not sell their homes for
enough to cover the mortgage debt. Although home prices in many parts of
the country have stabilized, about a quarter of homeowners with mortgages
remain underwater. Total negative equity is estimated to be roughly $750
billion. In the states with the highest shares of households underwater—
Nevada, Arizona, Florida, Michigan, and California—a third or more of
homeowners with mortgages have negative equity (in Nevada, the share is
about two-thirds). These homeowners are the most likely to default on their
loans: according to CoreLogic, the rate of foreclosure initiation rises steadily
as negative equity increases, reaching about 14 percent for homeowners
whose homes are worth less than half their mortgage balance.

As Figure 2-6 shows, although the foreclosure rate fell in 2010, it
remains extraordinarily high by historical standards. The rate has stayed
high partly because of long lags in the foreclosure timeline (a bank may take
months or even years to resell a house after its original owner defaults on
the mortgage) and partly because falling house prices exacerbated the reces-
sion, leading to job losses that fed back into more foreclosures. Problems
with foreclosure paperwork that came to light last fall have contributed to
the slower rate of new foreclosures as lenders take extra time to verify that
foreclosures are properly documented.
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Figure 2-6
Share of Mortgages in Foreclosure
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Source: Mortgage Bankers Association, National Delinquency Survey.

The Obama Administration, as well as the previous Administration
and the Federal Reserve, took extraordinary policy actions in response to the
enormous damage done by the collapse of housing markets. In September
2008, to keep the flow of new mortgage credit open, the Treasury placed the
government-sponsored enterprises (GSEs), Fannie Mae and Freddie Mac,
into conservatorship and committed sufficient capital to allow them to keep
funding new mortgages. The Federal Housing Administration (FHA) also
ramped up its lending substantially, offering new mortgages to many house-
holds who could otherwise not obtain them. At the height of the boom, the
combined market share of the GSE, FHA, and Veterans Administration
loans was about 36 percent of new originations; today the share is about 90
percent. Meanwhile, from early 2009 through the first quarter of 2010, the
Federal Reserve purchased $1.25 trillion—and the Treasury, more than $200
billion—of mortgage-backed securities guaranteed by Fannie Mae, Freddie
Mag, and the Government National Mortgage Association (Ginnie Mae) on
the open market, helping to push mortgage rates to record low levels. Many
households were thus able to refinance their mortgages and reduce their
monthly payments.

Nonetheless, weakness in the housing market has remained, resulting
in continued foreclosures. The Administration’s housing programs,
including the Home Affordable Refinance Program (HARP), the Housing
Affordable Modification Program (HAMP), and funds allocated to state and
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local housing finance agencies in the hardest-hit areas, have helped many
borrowers achieve more affordable mortgages, but the housing market
remains under stress in many areas, hampering the economic recovery.

Business Fixed Investment

Overall nonresidential investment grew at a rapid 10 percent annual
rate during the four quarters of 2010, but its two main components diverged
sharply. Equipment and software investment grew 16 percent, while invest-
ment in nonresidential structures fell 6 percent.

More than a third of the growth in equipment and software invest-
ment during 2010 was in information-processing equipment and software,
which grew 11 percent. A bit less than a third was in transportation equip-
ment, which grew 55 percent (with most of the strength in motor vehicles).
Investment in industrial equipment also grew notably, 15 percent (accounting
for more than an eighth of equipment and software investment growth).

Within the nonresidential structures category, investment in build-
ings fell in 2010, but that decline was partially offset by rapid growth of
investment in structures for petroleum and natural gas drilling (51 percent
at an annual rate). Declines in the buildings component were widespread,
from health care facilities, to office buildings, shopping centers, factories,
and power generation plants. Because of the long lead time required, invest-
ment in structures tends to lag cyclical turning points.

Overall business investment may be poised to grow rapidly because
firms now appear to have plenty of internal funds. Corporate profits have
rebounded almost to their pre-recession level. As a result, corporate cash
flow, a measure of internal funds available for investment that includes
undistributed profits and depreciation, has also risen substantially during
the recovery. Ordinarily, nonresidential investment exceeds corporate
cash flow (Figure 2-7), and the corporate sector as a whole must borrow to
finance its investments. (Noncorporate entities are also responsible for some
investment.) But because of the corporate sector’s recent strong growth, net
corporate cash flow today is in the unusual position of exceeding invest-
ment. A large share of these investable funds has been channeled to financial
investments rather than to new physical capital, as can be seen by the rising
level of liquid assets held by nonfinancial corporations.
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Figure 2-7
Business Fixed Investment and Cash Flow
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Another contribution to investment growth is the forecast increase
in real GDP growth in 2011 because the level of investment is often related
to the growth rate of GDP. Also spurring investment during 2011 will be
the provision of the Tax Relief, Unemployment Insurance Reauthorization,
and Job Creation Act allowing full expensing for tax purposes of equipment
investment put in place during the year.

Business Inventories

Inventory investment played a large role in the initial stages of
recovery. Inventory investment—that is, the change in inventories—is one
of the components of GDP, so the change in inventory investment (the
change in the change in inventories) affects the growth of GDP. Inventory
investment was increasingly negative in the first and second quarters of 2009
(the light blue bars in Figure 2-8), and the inventory contribution to GDP
growth was negative (the blue bars). Inventory investment started to rise in
the third quarter of 2009, from a negative value to a less-negative one, and
that rise contributed positively to GDP growth through the third quarter
of 2010. During the first three quarters of 2010, inventory investment

38 | Chapter2



Figure 2-8
Inventory Investment and its Contribution to Real GDP Growth
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Source: Bureau of Economic Analysis, National Income and Product Accounts; CEA
calculations.

contributed an average of 1.7 percentage points at an annual rate to real
GDP and accounted for more than half of the period’s real GDP growth.
Inventory investment commonly accounts for a high share of growth during
the early stages of recovery.

By the third quarter, this recent increase in inventory investment had
raised the stock of inventories, returning it to a more normal level rela-
tive to sales. The sharp fourth-quarter rise in final sales (7.1 percent at an
annual rate according to preliminary data) exceeded the rise in production,
and inventory investment dropped off sharply, subtracting more than 3
percentage points from GDP. Although inventories remain lean with respect
to sales, they are less so than they were earlier in the recovery (Figure 2-9) so
that inventory investment may play a smaller part in GDP growth over the
next year than it did during the past two years.
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Figure 2-9
Manufacturing and Trade Inventories
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Note: The real inventory level is from the National Income and Product Accounts, and the
inventory-to-sales ratio is from the Census Bureau.
Sources: Bureau of Economic Analysis, National Income and Product Accounts; Census Bureau.

Government Outlays, Consumption, and Investment

The Federal budget deficit on September 30, the end of fiscal year
2010, was $1.29 trillion, down about 8.5 percent from $1.41 trillion the
year before. As a share of GDP, the deficit fell from about 10 percent in FY
2009 to 8.9 percent in FY 2010. With the recovery beginning to take hold,
Federal receipts rose about 3 percent during 2010, while spending fell about
2 percent. Corporate tax receipts, in particular, increased nearly 39 percent
as taxable profits rose. Despite their pickup in 2010, corporate tax receipts
are still about half what they were in FY 2007—a measure of the depth of the
budget hole created by the recession. Receipts from individual income taxes
and payroll taxes continued to fall in FY 2010, in part because of lower labor
market activity linked to the recession and in part because of tax cuts for
households implemented as part of the Recovery Act of 2009.

The Recovery Act was enacted when U.S. real GDP was contracting
at an annual rate of more than 6 percent and employment was falling by
more than 700,000 jobs a month. The Recovery Act’s spending provisions,
tax cuts, and aid to states and individuals were designed to cushion the
fall in demand caused by the financial crisis and the subsequent decline in
consumer and business confidence, household wealth, and access to credit.
As of the third quarter of 2010, the Council of Economic Advisers (CEA)
estimates that the Recovery Act has raised the level of GDP, relative to what
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it otherwise would have been, by 2.7 percent and raised employment, rela-
tive to what it otherwise would have been, by between 2.7 million and 3.7
million jobs.?

According to the Congressional Budget Office (CBO 2010), net
Federal outlays arising from the financial crisis—including the Troubled
Assets Relief Program (TARP), Federal deposit insurance payouts, and
Treasury payments to the government-sponsored enterprises Fannie Mae
and Freddie Mac—were $367 billion lower in 2010 than in 2009, because of
lower spending and additional repayments of TARP loans. Repayments by
banks under TARP accounted for a large share of the additional receipts. In
2009, the Administration estimated that TARP would cost $341 billion. These
estimates have steadily decreased, and following recent developments such
as repayments from the insurance company AIG and sales of government-
owned shares of stock in General Motors and Citigroup, the President’s 2012
Budget estimates TARP’s deficit cost will be $48 billion. Recent estimates from
the CBO are even lower. By contrast, short-term recession-related spending
increased during 2010; spending on defense and entitlement programs such as
Social Security and Medicare also rose, though at a slower pace than its average
over the past five years. Overall, spending fell from about 25 percent of GDP
in 2009 to 23.8 percent in 2010. Excluding short-term expenditures, spending
relative to GDP was about 21 percent in 2010, roughly the same as its average
over the past 30 years.

Deficits are expected to decline quickly over the coming years as the
recovery picks up, short-term countercyclical measures wind down, and the
Administration’s proposed budget cuts occur. As shown in Figure 2-10, the
Administration projects that the deficit as a share of GDP will fall from 10.9
percent in FY 2011 to 4.6 percent in FY 2013, and to 3.2 percent in FY 2015.

Nonetheless, major long-term fiscal challenges remain. Even before
the financial crisis and ensuing recession, the long-run budget outlook was
problematic, in part because a series of policy choices over the past decade
had reduced projected revenue while increasing projected spending. At the
same time, trying to balance the budget all at once would be counterproduc-
tive because the recovery of the private sector is still fragile and would likely
be imperiled by a sharp and immediate fiscal contraction.

The 2010 Tax Relief, Unemployment Insurance Reauthorization,
and Job Creation Act, passed in December 2010, extended tax cuts for all
Americans for two years. As a result of the new law, families will not see their
taxes increase in 2011 and 2012, as had been scheduled. It also introduces
a 2 percentage point payroll tax cut that will provide about $112 billion of

? See CEA (2010b). The CEA uses two methods of estimating the impact of the Recovery Act
on employment. The multiplier approach yields 2.7 million jobs, while the statistical projection
approach yields 3.7 million.
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tax relief to working Americans in 2011. In addition, the new law continues
the extension of unemployment insurance so that workers who lost their job
through no fault of their own will continue to receive support through 2011.
Together, the tax cuts and additional unemployment insurance payments
will boost consumption. The new law also introduces strong incentives to
firms to invest in 2011 by allowing them to expense the full cost of their
equipment investment.

Figure 2-10
Deficit as a Share of GDP
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Sources: Office of Management and Budget, Budget of the U.S. Government (2011);
Bureau of Economic Analysis, National Income and Product Accounts.

In the absence of new tax legislation, the simultaneous expiration of
the Making Work Pay tax cuts and of the tax cuts enacted between 2001 and
2003 would have reduced real GDP growth over the four quarters of 2011
by 0.9-2.8 percentage points, according to the Congressional Budget Office
(CBO 2011). The positive impact of the new law exceeded what most private
forecasters had been expecting for fiscal policy, leading them to increase
their estimates of 2011 growth. At the same time, the package is constructed
to be temporary (including one- and two-year provisions) so that its effect
on the long-term deficit is minimal.

Still, the need for medium- and long-term fiscal consolidation is
clear. For the medium term, President Obama has announced an ambi-
tious goal of cutting the deficit in half by 2013. To help meet that target, the
Administration has proposed a number of new initiatives to help restore
fiscal discipline, including a five-year freeze on nonsecurity discretionary
spending, a two-year freeze on Federal wages, a slowdown in the growth
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of defense spending, and eliminating earmarks from the appropriations
process. These proposals build on a number of steps that the Administration
has already taken to reduce deficits in coming years, the most important of
which is enactment of the Patient Protection and Affordable Care Act of
2009. If the cost-control provisions of the law are followed over the next
several decades, they will have a profound effect on the budget. A second
critical step was the enactment of the Statutory Pay-As-You-Go Act, which
requires Congress to offset most spending increases with tax increases or
reduced spending elsewhere, an important move toward fiscal responsi-
bility. In addition, economic growth will affect the long-run ratio of debt to
GDP. Steps to spur that growth are discussed in depth in Chapter 3.

State and Local Government

The operating deficit of state and local government has improved
during the recovery but remains precarious because of the severity of the
downturn. In addition, while funds from the Recovery Act helped to support
state and local revenues during 2009 and 2010, that support is scheduled to
diminish. The continuing distress is evident from the 414,000 jobs that the
sector lost between August 2008, the peak of state and local employment,
and December 2010. The state and local sector’s direct contribution to real
GDP growth was negative during the four quarters of 2009 and remained
so through the first quarter of 2010. Its GDP contribution was close to zero
during the final three quarters of 2010.

State and local tax revenues reached a low point in the second quarter
of 2009 but then grew 8 percent for the five quarters through the third
quarter of 2010, recovering $103 billion, or most of their nominal decline
during the preceding four quarters. Almost half of the recovery in tax receipts
($47 billion) came from corporate taxes, a source that usually provides only
about 4 percent of state and local tax revenues. Sales and property taxes, by
contrast, grew more slowly than the overall economy. Federal grants-in-aid
(mostly for Medicaid and education) generally increased during 2009 and
2010 because of the Recovery Act, which provided a cumulative $147.1
billion in such grants through 2010:Q3.

Current state and local government expenditures—which include
transfers to individuals as well as government consumption—have grown
slowly since the business-cycle trough in the second quarter of 2009, at a
3.0 percent annual rate through the third quarter of 2010, compared with
a 4.0 percent growth rate of nominal GDP. The combination of restrained
spending growth, a recovery in tax revenues, and increased Federal transfers
moved the current operating position of state and local governments from a
maximum deficit of $67 billion at an annual rate in the third quarter of 2008
to a surplus of $45 billion in the third quarter of 2010.
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Real investment by state and local governments (which is not part of
current expenditures) fell over the four quarters of 2009 and the first quarter
of 2010 but edged up in the second and third quarters of 2010. The gain in
investment spending likely reflects the recent increase in capital transfers for
transportation under the Recovery Act.

During 2011 and 2012, state and local governments will have to make
tough budget decisions. The sector is likely to show little spending growth as
Federal transfers diminish and past declines in house prices restrain growth
in the property tax base, which accounts for about a third of tax collections.
One point of relative strength in the near term, however, is state and local
construction spending (for example, on roads and bridges), as the longer-
lived portions of the Recovery Act investments are translated into public
infrastructure capital.

Real Exports and Imports

Real exports grew 9 percent during the four quarters of 2010, a
rebound following a 3 percent contraction in 2008 and no change in 2009.
The rebound coincides with a general recovery of non-U.S. GDP beginning
in mid-2009 (Figure 2-11). In addition to its sensitivity to the economic
strength of our trading partners, U.S. export performance also reflects move-
ments in relative prices across countries. The broad index of the real value
of the dollar rose during the recession—compounding the effect of falling
world demand—but has generally fallen since March 2009, depreciating a
total of 3 percent during the 12 months of 2010.

Figure 2-11
U.S. Exports and World GDP
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Sources: Bureau of Economic Analysis, National Income and Product Accounts; country
sources; CEA calculations.
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Shrinking exports subtracted from GDP growth in each quarter
between 2008:Q3 and 2009:Q2, but real exports have added to GDP in every
quarter since, including adding 1.1 percent to real GDP growth over the four
quarters of 2010. In the coming years, a combination of strong growth in
many key export markets should allow for continued growth in real exports
(see Chapter 4 for a detailed discussion of the recovery of U.S. exports).

Real imports grew 11 percent during the four quarters of 2010.
Although they grew faster than real exports, they had also fallen more
steeply than real exports during 2008 (6 percent) and 2009 (7 percent). The
pattern in real imports parallels, but is sharper than, the general shape of the
contraction and rebound in overall U.S. personal consumption spending.
Because imports tend to be concentrated more in goods than is overall
consumer spending, real imports move more closely with goods consump-
tion—which is cyclically sensitive—than with consumption overall. And
because business equipment investment includes imported capital goods,
real imports track this cyclically sensitive series as well.

Labor Market Trends

The recession’s impact on the labor market was severe, and it will take
time before the labor market regains full strength. Figure 2-12 illustrates
the pattern of employment (excluding jobs associated with the decennial
Census) from its peak for each of the previous three recessions. The figure

Figure 2-12
Path of Non-Census Employment in the Past Three Recessions
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shows that the first several months of job losses associated with the 2007-09
recession (the dashed line) followed a pattern almost identical to those
of the two previous recessions, those of 1990-91 and 2001.> Beginning in
summer 2008, however, job losses became more severe, resulting in a much
longer and deeper recession.* By the time President Obama took office in
January 2009, the economy was shedding more than 700,000 jobs a month,
and employment reached its trough in February 2010. Between the peak of
employment in January 2008 and the trough, the economy lost 8.75 million
nonfarm jobs—almost as many as were lost in the past three recessions
(1981-82, 1990-91, and 2001) combined, adjusting for growth in the size
of the economy. Job losses as a share of the economy were the largest the
United States has experienced in 65 years.

Despite these historic employment losses, sustained albeit modest job
growth began relatively quickly after the recession officially ended. Figure
2-13 compares the path of non-Census employment following this recession
with those of the previous two recoveries, normalized to the level of employ-
ment at the official end date of each recession. As can be seen, job losses

Figure 2-13
Path of Non-Census Employment Since the End of the Recession
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* Figures 2-12 and 2-13 show non-Census jobs. The Census hired and subsequently laid off more
than half a million temporary workers in 2010. These month-to-month changes affect headline
numbers but are less reflective of labor market fundamentals. Thus, we exclude Census jobs from
this employment series.

* The official end date of the 2007-09 recession was June 2009, a full 18 months after the reces-
sion officially began. In contrast, both the 2001 and 1990-91 recessions officially lasted 8 months.
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continued after the end of each recession, with the most recent recovery
continuing to experience the deepest losses. However, in the recovery
from the 2007-09 recession (dashed line), non-Census job growth began 9
months into the recovery and continued in each month through December
2010 (the 18th month after the end of the recession). By comparison, the
1990-91 recovery (light blue line) was somewhat delayed, experiencing no
net job creation until 12 months into the recovery. In sharp contrast, the
2001 recovery (dark blue line) continued to lose jobs throughout the compa-
rable time period, and sustained job growth did not begin until 22 months
after the official end date of the recession. Thus, while the 2007-09 recession
lasted longer and job losses were much deeper than in either the recession of
1990-91 or 2001, recovery in the labor market began sooner.

Beyond these trends, 2010 also saw improvements along other
margins of labor adjustment. Generally speaking, one would expect the
workweek and the use of temporary help to grow before total employment
begins to grow, because firms can lengthen the workweek and use temporary
help to increase labor input without having to bear the fixed costs, such as
benefits, associated with hiring a permanent worker. During the recession,
the workweek for production and nonsupervisory employees lost 0.8 hour.
However, it gained back nearly two-thirds of that loss in the next 13 months,
reaching 33.5 hours in July 2010, and maintained that level throughout
the second half of the year. This gain is important, because a 0.1 hour gain
for employed workers is roughly equivalent in terms of labor input to an
increase in employment of more than 300,000 jobs. Likewise, temporary
help services, which lost about 800,000 jobs during the recession, began to
grow toward the end of 2009 and saw strong gains in 2010. The industry has
now gained back more than half its losses.

Most important, private sector employment has grown in every
month since March of 2010, adding a total of 1.1 million jobs during 2010
and recording the strongest private sector job growth since 2006. Total
nonfarm employment fared nearly as well, adding more than 900,000 jobs
during 2010, though this job growth was tempered by a loss of 243,000 jobs
in local government.

However, it is clear that the economy still has a long way to go before
it fully recovers. Recessions resulting from a financial crisis tend to be deeper
than other types of recessions, and recovery from them is more difficult
(Reinhart and Reinhart 2010; Reinhart and Rogoff 2009). State and local
governments continue to face substantial budget shortfalls that have led to
cuts in public sector employment. The national unemployment rate, which
fell 0.7 percentage point from its peak to December, remains elevated, with
more than 6 million people in long-term unemployment (defined as having
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been jobless and searching for work for 27 weeks or more) as of December
2010.° Further, although the number of job seekers per job opening had
fallen to 4.7 in December (from a high of more than 6), it remains unaccept-
ably high.

Policy Responses to Support the Labor Market. The Administration’s
first major step in addressing the severe contraction of the labor market
was the Recovery Act, which kept the employment situation from getting
substantially worse. In fact, the CEA has previously estimated that in the
absence of the Recovery Act, non-Census employment growth would not
have begun until the third quarter of 2010 (or roughly 14 months from the
official end date of the recession; see Figure 2-13), which would have placed
the current recovery more in line with the slower employment responses of
the previous two recessions.

In addition, in March of 2010, President Obama signed the Hiring
Incentives to Restore Employment (HIRE) Act, which cuts payroll taxes for
employers hiring workers who have been unemployed for at least 60 days.
The law contains two key provisions. First, it exempted employers from
paying their share of Social Security taxes (6.2 percent of wages) on quali-
tied workers hired from February 4, 2010 to December 31, 2010, and offset
these losses to the Social Security Trust Fund with general fund revenues;
this provision of the law ended in 2010. Second, for each hire that is retained
for at least one year, the law gives the employer a general business tax credit
equal to 6.2 percent of that employee’s yearly wages, up to a maximum of
$1,000. According to the Department of the Treasury, from February to
November of 2010, an estimated 11.8 million workers who had been unem-
ployed for eight weeks or longer were hired, qualifying their employers for
the HIRE Act payroll tax exemption.

In August 2010, in response to the continuing job losses in state and
local government, the President signed the Education Jobs and Medicaid
Assistance Act, which provided $10 billion to states to prevent layoffs of
teachers. According to CEA estimates, this critical assistance supported
160,000 teacher jobs during the 2010-11 academic year.

® The unemployment rate is a prominent, but incomplete, measure of labor market well-being.
If workers are encouraged or discouraged by labor market conditions, they may enter or exit
the labor force, moving the unemployment rate in the opposite direction of the economy’s
momentum. However, thus far in the recession and recovery, other measures of labor underuti-
lization (for example, the employment-to-population ratio or measures including those working
part-time for economic reasons) have shown patterns similar to the unemployment rate.
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In addition, the Administration made several efforts over the past
year to help small businesses and promote entrepreneurship. The measures
included passing numerous tax cuts for small business, signing the Small
Business Jobs Act, and launching Startup America in early 2011. These poli-
cies are discussed in detail in Chapter 7.

All of these policy responses were designed to put jobless Americans
back in the workplace as quickly as possible, both for their own well-being
and also for that of the nation as a whole. The labor market growth seen
thus far is encouraging, especially compared with the recoveries following
the 1990-91 and 2001 recessions, but obviously is only a start. More robust
job creation is needed.

Prices

Price inflation as measured by the consumer price index excluding
food and energy (known as the core CPI) moved lower in 2010, dropping
to 0.8 percent from 1.8 percent during the two preceding years. The GDP
price index excluding food and energy edged up slightly to a still-low 1.1
percent. (The GDP price index is the broadest index of what is produced in
the United States including investment, exports, and government services in
addition to consumer goods and services.)

There have been higher rates of inflation at some early stages of
goods processing, but restrained growth of unit labor costs arising from a
combination of low capacity utilization, elevated unemployment, and strong
productivity growth have overwhelmed other influences as commodities are
processed and moved down the supply chain toward the final consumer.
Further, these commodity and materials prices make up only a small share
of overall goods prices. Labor costs now make up about 58 percent of costs
in the nonfarm business sector, and labor costs per unit of real output fell
in 2009 and 2010.

The Administration’s inflation forecast reflects three balancing forces:
persistent downward pressure on inflation from the high levels of economic
slack, a further expected pickup in economic growth, and fairly stable infla-
tion expectations. The Administration’s projected rise in CPI inflation to 1.4
percent in 2011 moves in the direction expected by the consensus of profes-
sional forecasters.
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Financial Markets

From December 2009 through December 2010, stock market values
rose, and yields on Treasury notes fell, but the movements were volatile in
both cases. Long-term interest rates fell during these 12 months, also with
some notable fluctuations.

Stock market values—as measured by the Standard and Poor’s 500
Composite Index—rose 13 percent in 2010, following a 23 percent gain in
2009. Despite the back-to-back gains, the index at year’s end was still 20
percent below its October 9, 2007, peak. Corporate profits rose rapidly in
2009 and 2010, and the gains in the stock market have not kept up with the
gains in earnings. As a consequence, the price-to-earnings ratio for the S&P
500 had fallen by year’s end to about 17, slightly below the average of the 50
years through 2007.

Indicators of financial stress improved dramatically during 2009
and changed little during the 12 months of 2010. The spread between the
3-month interbank lending rates and 3-month Treasury bill rates was only
16 basis points (or 0.16 percentage point) by December, considerably below
its 2000-07 average of 45 basis points. Similarly the spread between AA- and
B-rated corporate bonds had fallen to only 3.6 percentage points, somewhat
below its 2000-2007 average of 4.1 percentage points. Also during 2010,
banks eased standards on commercial and industrial loans.

Yields on 10-year Treasury notes in December 2010 were 3.29 percent,
down from 3.59 percent in December 2009. Ten-year yields rose early in
the year but fell more than a full percentage point from April to October,
likely reflecting slow economic growth and a flight to quality triggered by
concerns abroad. Falling inflation expectations may also have been a factor
in the mid-year decline, as suggested by the premium paid for Treasury
Inflation-Protected Securities (TIPS). During the last two months of 2010,
long-term rates reversed part of their earlier decline. Despite the uptick at
year’s end, yields on 10-year Treasury notes were still at the low end of their
historical range. Real rates (that is, after subtracting inflation expectations)
were also low, as indicated by the TIPS market where rates around the 10-
year horizon were about 1 percent.

When the Administration’s economic forecast was finalized in mid-
November 2010, the projected path for 91-day Treasury bills over the next
two years was calibrated from rates in the market for federal funds futures,
which suggested that rates would remain extremely low in 2011 and then
edge up slightly in 2012.
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Table 2-1
Administration Economic Forecast

Nonfarm
payroll
Nominal| GDP price | sumer employ- 91-day | 10-year | (average
GDP | (chain- 1nd§x price ment Treasury | Treasury | monthly
type) (chain- | index rate bills notes change,
type) | (CPI-U) || (percent) (percent) | (percent) |Q4-to-Q4,
thou-
sands)
Percent change, Q4-to-Q4 Level, calendar year
2009 (actual)l 0.6 0.2 0.5 1.5 9.3 0.2 33 -44
2010 4.0 2.5 1.5 1.0 9.6 0.1 32 76
2011 43 3.1 1.2 1.4 9.3 0.2 3.0 146
2012 5.7 4.0 1.6 1.9 8.6 0.9 3.6 194
2013 6.2 45 1.6 1.9 7.5 2.6 4.2 275
2014 6.0 42 1.7 2.0 6.6 3.7 4.6 277
2015 5.4 3.6 1.7 2.0 59 4.0 4.9 224
2016 5.1 3.2 1.8 2.1 5.5 4.1 52 182
2017 4.5 2.7 1.8 2.1 53 4.1 53 138
2018 43 2.5 1.8 2.1 53 4.1 53 113
2019 44 2.5 1.8 2.1 53 4.1 53 99
2020 4.3 2.5 1.8 2.1 53 4.1 53 97
2021 43 2.5 1.8 2.1 53 4.1 53 93

Notes: Based on data available as of November 17, 2010. Interest rate on 91-day T-bills includes
secondary market discount basis. The figures do not reflect the upcoming BLS benchmark revision,
which is expected to reduce 2009 and 2010 job growth by a cumulative 366,000 jobs.

Sources: Department of Commerce (Bureau of Economic Analysis and Economics and Statistics
Administration); Department of Labor (Bureau of Labor Statistics); Department of the Treasury;
Office of Management and Budget; CEA calculations.

THE LONG-TERM OUTLOOK

Looking ahead, the Administration projects moderate GDP growth
of 3.1 percent in 2011, with growth then rising to an average rate of 4.1
percent during the next four years. Table 2-1 reports the Administration’s
forecast used in preparing the President’s fiscal year 2012 Budget. (The
long lead time for the budget process necessitates completing the forecast
by mid-November, which was before the year-end agreement on the Tax
Relief, Unemployment Insurance Reauthorization, and Job Creation Act
of 2010.) The Administration estimates that potential GDP growth—the
rate of growth of real GDP that could be sustained with the economy at full
employment and steady inflation—will be roughly 2.5 percent a year (Table
2-2, line 8). During 2011, projected GDP growth is slightly stronger than
potential growth, and the unemployment rate is projected to tick down.
Monthly payroll employment is expected to increase each year in 2011,
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2012, and 2013. In the Administration forecast, real GDP grows faster than
its potential rate through 2017, gradually closing the gap between the actual
and the potential level of GDP.

The growth rate of the economy over the long run is determined by
the growth rate of its supply-side components, which include population,
labor force participation, the ratio of nonfarm business employment to
household employment, the workweek, labor productivity, and the ratio of
real GDP to nonfarm business output. The Administration’s forecast for
the contribution of the growth rates of these supply-side factors to potential
real GDP growth is shown in Table 2-2. Together, the sum of all of these
components equals the growth rate of potential real GDP, which is projected
at 2.5 percent a year.

Table 2-2
Components of Potential Real GDP Growth, 1953-2021
Growth rate
Component 13337(23;0 2010 to 2021
1 Civilian noninstitutional population aged 16+ 1.4 1.0
2 Labor force participation rate 0.2 -0.3
3 Employment rate 0.0 0.0
4 Ratio of nonfarm business employment to

household employment 0.0 0.0
5 Average weekly hours (nonfarm business) -0.3 -0.1
6 Output per hour (productivity, nonfarm business) 2.1 2.3
7 Ratio of real GDP to nonfarm business output -0.2 -0.4
8 SUM: potential real GDP 32 2.5
9 Memo: actual real GDP 32 3.2

Note: All contributions are in percentage points at an annual rate. 1953:Q2 and 2007:Q4 are business-
cycle peaks. Nonfarm business employment, workweek, and productivity come from the productivity
and cost database maintained by the Bureau of Labor Statistics.

Sources: Department of the Treasury; Office of Management and Budget; CEA calculations.

CONCLUSION

The U.S. economy today has substantial excess capacity and therefore
vast potential to grow without igniting an increase in inflation. The overall
trend of economic data toward the end of 2010 has been encouraging. The
Administration’s efforts to continue tax cuts for the middle class, extend
unemployment insurance, and provide incentives for business investment
strengthen prospects for continued recovery in 2011.
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CHAPTETR 3

THE FOUNDATIONS OF GROWTH

As the United States economy shifts from crisis to recovery and growth,
policy must also be rebalanced to emphasize the foundations of growth
that promise Americans a stronger and more prosperous future. Policy
must move beyond the short-run demands of the business cycle to support
the broader economic environment that ensures rapid, broad-based, and
sustained economic growth, bringing Americans greater income, higher-
quality jobs, and longer and healthier lives.

At the core of the Nation’s economic growth is our capacity to
innovate, educate, and build. Innovation, drawing on a long tradition of
American ingenuity, has made American workers and businesses world
leaders in productivity. With private sector investments in the lead, U.S.
marketplaces provide the test beds in which new ideas are proven and the
means by which successful ideas spread. At the same time, the creation and
diffusion of new ideas require essential public inputs in education, infra-
structure, and the national innovation system, which all work together to
sustain and accelerate U.S. economic growth. This chapter considers the
foundations of that economic growth and the public policies that will ensure
America’s continuing economic success.

THE IMPORTANCE OF EcoONOMIC GROWTH

Rapid and sustained economic growth is a defining feature of U.S.
history. Figure 3-1 shows the rise of real U.S. income per person from the
Industrial Revolution in the early 19th century to the present. Adjusted for
inflation, income per person in 2007 was double its level in 1971. Income
per person in 1971 was double its level in 1940, and income per person in
1940—even after a decade of the Great Depression—was double its level in
1896. All told, average income per person in the United States today is 25
times what it was in 1820 (Maddison 2008). Income does not rise in every
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year, and it can fall sharply, but over the longer run the upward trend clearly
dominates short-run cycles. The experience of the American economy in
the past two years has been especially difficult, but Figure 3-1 also makes
clear that, if America can capitalize on its long-run legacy of growth, then
the Nation can expect to grow beyond its current challenges and reach new
economic heights.

Figure 3-1
Progress in U.S. Real Income Per Person Since 1820
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Sources: Maddison (2008); Bureau of Economic Analysis, National Income and Product
Accounts.

Beyond the summary measure of income per person, the progress
in American standards of living can be seen in how we live our lives—and
how long those lives are. Life expectancy in the United States in the early to
mid-1800s was approximately 40 years. Fifteen percent of children did not
survive their first year of life, and over 30 percent did not reach their fifth
birthday in many American cities (Haines 2001). Today, life expectancy
is 78, and infant mortality has fallen by a factor of 20. In the early 1800s,
primary school was the height of most Americans’ educational attainment.
Telegraphs and telephones had not been invented, let alone e-mail and wire-
less communications. There were no automobiles, no airplanes. There were
no washing machines, dishwashers, air conditioners, or electric refrigera-
tors. Indeed, there was no electrification—no light bulbs, radios, televisions,
computers, or Internet—and none of the associated services that Americans
now enjoy.
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Overall, the economic growth imperative is clear. The improve-
ments in income, health, and the variety and quality of products Americans
consume all demonstrate the remarkable increase in prosperity the United
States has enjoyed throughout its history. If the United States continues the
same, sustained growth rate it has averaged since 1870, Americans can look
forward to real incomes that are twice as high per person by 2046 and five
and a half times higher in 2100, with new opportunities, higher-paying jobs,
better educations, and healthier, longer lives.

SOURCES OF EcoNoOMIC GROWTH

Any assessment of the appropriate role of growth policy starts with
an analysis of how economic growth works, that is, how economies increase
their output per person. Most directly, economists analyze the sources of
growth by asking how the “inputs” workers use increase their output per
unit of time. Economics offers three key ingredients for growth.

First, physical capital inputs, such as machines, tools, and infra-
structure, make workers more productive. For example, investments in
telecommunications equipment allow information to be exchanged rapidly,
making wide arrays of workers, from emergency personnel to business
managers, more productive. One source of growth, then, is this “physical
capital deepening,” investments that increase the amount of physical capital
per worker.

Second, skill formation makes workers more productive. Investments
in skill formation, or “human capital,” include general education but also
education specific to certain occupations, such as engineering, medicine,
and law, as well as training to use certain types of machines and tools. For
example, investment in training telecommunications engineers pays off in
improved communication services. Thus, another source of growth is this
deepening of human capital investments that raise the skills of workers.

Third, growth in advanced economies like the United States ultimately
depends on technological progress, interpreted broadly to mean the creation
and diffusion of new ideas. To continue the communications example,
the advent of the telephone transformed people’s ability to communicate,
but once fixed-line telephones had spread across America, increasing the
number of telephones per person had no such transformational power.
Further progress awaited the invention of better communications tech-
nologies—the fax machine, the mobile telephone, the Internet—which
have spurred additional investment in capital and further increased worker
productivity. Technological progress drives capital deepening and creates
new avenues to increased prosperity.
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The foundational role of underlying technological progress can be
inferred by considering the advance of major sectors of the U.S. economy.
For example, advances in transportation were made possible by the inven-
tion and diffusion of numerous technologies, including engines, trains,
automobiles, and airplanes. People and goods can now cross the country
in six hours instead of months. This improvement was achieved through the
invention of ever more advanced technologies. Box 3-1 considers an addi-
tional example—the advance of human health—at greater length.

Unfortunately, there are cracks in the foundations of America’s
growth that need to be addressed. The Nation’s innovation system relies
largely on the private sector but also depends on critical public inputs. For
example, basic scientific breakthroughs in engineering, genetics, chemistry,
and many other fields underpin commercial innovation but provide little
or no direct profit themselves, so basic scientific research relies heavily on
public support. Yet publicly funded research and development fell steadily
from the early 1960s until recently.

Box 3-1: Technological Progress and the Advance of Health

Improvements in health have been possible through numerous
medical advances. Polio, smallpox, diphtheria, and other debilitating
or deadly viruses have been checked by vaccines. Bacterial infections,
following the discovery of penicillin in 1928, are now treated by a wide
range of antibiotics. Advances in controlling infection, bleeding, and
pain made modern surgery possible, allowing surgeons to save and
improve lives. Meanwhile, advances in the understanding of anatomy,
molecular and cell biology, genetics, chemical synthesis, nuclear physics,
and other areas have produced cascades of innovations for the diagnosis
and treatment of disease. From laser eye surgery to X-ray, MRI, and
ultrasound imaging technologies, to effective chemotherapies for partic-
ular cancers and pharmaceuticals that manage blood pressure, insulin
levels, asthma, and many other chronic conditions, human health tech-
nologies have taken enormous leaps.

Health improvements raise workers’ productivity, and increasing
longevity can both extend working lives and encourage higher educa-
tion. These mechanisms work to enhance economic growth. But
much of the benefit of improved health—whether the decline in infant
mortality or the direct enjoyment of longer lives—cannot be measured
simply by tracking income per person. Thus, the benefits brought by
these technological advances stand largely in addition to the 25-fold
increase in U.S. per capita income since 1820.
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Meanwhile, U.S. investments in infrastructure no longer lead the
world, either in traditional physical infrastructure or in new information
networks. American households rank only 14th among advanced countries
in the adoption of high-speed Internet, for example, and average advertised
download speeds in the United States rank 24th. Failure to provide American
workers and businesses with efficient, modern infrastructure raises costs and
disrupts the marketplace, making it increasingly difficult for the American
economy to provide world-leading productivity and innovation.

In skill formation, the United States once led the world in the propor-
tion of college graduates. It now ranks ninth in this measure among adults
aged 25 to 34. Meanwhile, the quality of the Nation’s primary and secondary
education substantially lags other countries, especially in science and math-
ematics. These educational challenges are among the factors associated with
stagnating wages among less-educated workers and with widening wage
inequality, and they are further associated with unequal access to important
goods and services, including health care. Furthermore, these challenges
present obstacles to American workers and businesses seeking the high-
productivity, high-wage jobs in the 21st-century global economy.

Making America more competitive and growing the economy is a
preeminent goal of the Obama Administration. The rest of this chapter
identifies the path forward, focusing on critical public policies and invest-
ments—in the Nation’s innovation system and infrastructure and in the
skills of individual Americans—that support rapid, broad-based, and
sustained increases in America’s prosperity.

INNOVATION AND ECONOMIC GROWTH

Innovation, the introduction of new or improved goods, services, or
practices into the economy, depends critically on private sector interest.
Businesses, operating in a competitive market system, have numerous
advantages in the creation and implementation of useful new ideas (Box
3-2). At the same time, the social rewards to innovation often exceed the
private rewards to the original innovator, so the private sector may fall short
in providing innovations and economic growth (Box 3-3). The Obama
Administration is working to shore up the foundations of our national
innovation system through critical public investments that will accelerate
our future prosperity.
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Box 3-2: The Power of Market-Based Innovation

Good ideas come from many quarters and from surprising direc-
tions, so their nature and source are fundamentally hard to foresee.
The market system draws on American ingenuity from the ground up,
relying on those individuals with close proximity to particular goods,
services, or practices to develop the next-generation idea. Innovation
can come from established firms, which developed the transistor, laser,
and smartphone, for example, and from entrepreneurs, who led the
creation of airplanes, personal computers, and Internet search engines.

Markets provide the crucible in which innovations are tested, then
improved or discarded. Ultimately, it is buyers—consumers and other
firms—who decide whether a new or improved good or service is worth
paying for. The market system, with its price signals about costs and
consumer demand, helps businesses direct their innovative efforts to
high-value areas.

Once an idea is successfully demonstrated in the market, the
market system invites other innovators to build on these ideas. For
example, the laser turned out to have applications—in surgical devices
and manufacturing tools, in computer printers, barcode scanners, and
DVD players—far beyond those its early creators imagined. Early and
uncertain visions of a large market for personal computers were realized
only through a torrent of marketplace innovations across a vast array of
established and entrepreneurial firms.

The market system also works to spread the best ideas, because
competitive pressures favor the expansion of those firms with the most
efficient methods and most desirable products. Flexible capital and labor
markets pivot scarce resources toward the best ideas, constantly rein-
venting the American economy.

Basic Research

Basic scientific research typically has little direct commercial return,
so its costs are not easily borne by firms. Yet downstream, commercial inno-
vation is dependent on achievements in basic science. The biotechnology
industry builds on Watson and Crick’s discovery of the structure of DNA.
The Web-based innovations and storefronts of the new economy build on
government and university development of the Internet. Americans draw
on achievements in basic science throughout their daily lives—in driving
a car, using an electronic device, taking modern medications, talking on a
telephone, or finding information online.
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Box 3-3: The Social Gains from Innovation

The social gains from innovation typically extend well beyond
the profits earned by the innovative enterprise. Telephones, light bulbs,
subway trains, dishwashers, antibiotics, lasers, computers, Web browsers,
and smartphones, for example, all offer large and ongoing social gains
for Americans that far outstrip any commercial return to the original
innovators. There are several reasons for this tendency. First, users will
pay for an innovation only if its benefits exceed its price. These benefits
in excess of the price—the “consumer surplus”—mean that much of the
innovation’s immediate value will accrue to the users rather than to the
innovator. Second, the innovating business will face pressures to lower
prices as other businesses imitate the successful innovation, especially
once any intellectual property rights expire, transferring the innova-
tion’s value more fully to the user. Finally, a successful innovation often
launches additional innovations, the benefits of which are not captured
by the original innovator and additionally spill over to users.

Given that these users are workers or consumers, the social gains
from innovation largely accrue through rising labor compensation,
new workforce opportunities, and the higher quality and increasing
variety of Americans’ consumption. On average, the private firm may
capture only a small percentage of the social gain from innovation.
Thus, all Americans have an important stake in the innovation system.
At the same time, because technological advances can be biased toward
educated workers, investments in human capital become critical to
ensure that the gains from workplace innovations remain widely shared,
as discussed at the end of this chapter.

Given the importance of basic research, coupled with its low private
return, the American innovation system relies on public support of university
and government researchers who work to develop scientific breakthroughs
and make these breakthroughs publicly available. This open science model
for basic research expands collective knowledge and allows anyone with a
good idea to tap these advances. Whether discovering fundamental proper-
ties of nature, developing understandings of disease that open new pathways
for treatment, or creating the breakthroughs in nanotechnology that may
revolutionize modern manufacturing, basic science will continue to create
new foundations for future progress.

In 2009, the Obama Administration put in place the largest funding
increase in basic science in U.S. history with an $18.3 billion contribution
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from the American Recovery and Reinvestment Act. More broadly, the
Administration is committed to doubling the long-term funding for three
key basic science agencies, the National Science Foundation, the Department
of Energy’s Office of Science, and the National Institute of Standards
and Technology laboratories. With these commitments and others, the
Administration is working towards those frontiers that promise new indus-
tries and new growth. In clean energy and electric vehicles, nanotechnology,
advanced manufacturing, biotechnology, wireless communications, and
other promising fields, the Administration is deploying resources to create
fundamental breakthroughs at the beginning of the innovation pipeline.
These priority areas are discussed further below.

Intellectual Property Rights

Effective protection of intellectual property rights, including patents
and copyrights, is an essential role of government in encouraging innova-
tion. Innovation typically requires substantial investments in the labor and
materials necessary to create, develop, and test a new idea and then see it
through to the marketplace. If others can steal the idea once it is proven,
undermining the ability of the creator to recoup the costs of the innovative
investment, then the incentive to innovate is reduced. Intellectual property
rights address this problem by giving the innovator a limited-duration right
to exclude others’ use, thus helping to ensure that the private sector has the
incentives to make innovative investments. In President Lincoln’s words, the
patent system adds “the fuel of interest to the fire of genius.”

Intellectual property rights are particularly important to industries
that make substantial investments in research and development (R&D), and
R&D-intensive industries are leaders in driving U.S. growth and competi-
tiveness. For example, among U.S. industries that produce internationally
tradable goods and services, industries with above-average R&D levels
generated more than twice the output and sales per employee, accounted for
about 60 percent of exports, and accounted for five of the six U.S. industries
that generated a trade surplus during the 2000-2007 period (Pham 2010).

Recognizing the importance of intellectual property, the Obama
Administration is determined to improve the function of the patent system.
The United States Patent and Trademark Office (USPTO) currently faces a
backlog of 719,000 patent applications, and the average delay between patent
application and patent grant has risen to 35 months. These delays are unten-
able for businesses, especially entrepreneurial businesses, which often rely on
licensing their patents to generate revenue. The Obama Administration has
begun to implement a five-year plan to improve the quality and timeliness
of patent issuance. This strategic plan includes steps to redesign the agency’s

60 | Chapter 3



information technology infrastructure, reform the reward system for patent
examiners, and hire 1,000 additional examiners, while a new pilot program
is also opening the USPTO’s first branch office. The Administration is also
seeking legislative authority to give the USPTO greater capacity to meet its
ever-increasing workload and improve patent quality. Legislative priorities
include letting the USPTO set and keep its patent fees, so that it can expand
its operations to meet its workload, and allowing “post-grant review,” which
can help limit errors in patent issuance and thus reduce costly litigation and
market uncertainty.

The Administration is also working aggressively to protect against
copyright and patent infringement. The Nation’s first Intellectual Property
Enforcement Coordinator, working within the Executive Office of the
President, has released a Joint Strategic Plan to coordinate U.S. government
actions to combat unauthorized use of intellectual property, both domesti-
cally and internationally, and is facilitating voluntary cooperative efforts by
the private sector to reduce infringement. The Department of Justice and
the Department of Homeland Security have increased law enforcement
activity, including shutting down Web sites trafficking in infringing content,
prosecuting theft of innovative trade secrets, and coordinating global law
enforcement sweeps against counterfeit drugs. In addition, the United States
Trade Representative has negotiated the first international enforcement
agreement, the Anti-Counterfeiting Trade Agreement, to limit global trade
in counterfeited goods and pirated copyrighted works.

Antitrust and the Innovative Marketplace

The U.S. antitrust agencies evaluate the extent to which a merger
between existing competitors can reduce the degree of competition in a
market. In situations where firms actively innovate to improve their posi-
tion vis-a-vis their competitors, the agencies must consider whether those
innovations would still be pursued should the merger go forward. Given the
importance of innovation to economic growth, sound merger enforcement
policy aims to promote innovation by approving mergers that are likely to
create efficiencies and potentially spur innovation, while preventing mergers
that may inhibit innovation through a reduction in competition.

In August 2010, the Antitrust Division of the Department of Justice and
the Federal Trade Commission issued new Horizontal Merger Guidelines,
which describe the merger enforcement policies of the two agencies. The
new guidelines include, for the first time, a section explaining how the agen-
cies assess whether a merger is likely to inhibit innovation by, for example,
reducing a firm’s incentive to continue a product development effort or
initiate new product development.
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The Research and Experimentation Tax Credit

Even with well-functioning intellectual property rights and markets,
and with public support for basic scientific research, commercial innova-
tion incentives still tend to fall short of the social benefits. The Research and
Experimentation (R&E) tax credit is therefore an important tool to enhance
private sector innovation incentives and accelerate economic growth. In
2007, the R&E tax credit supported 12,548 corporations and 56,000 indi-
vidual taxpayers with $8.8 billion in credits. Recent studies find that research
tax credits translate dollar-for-dollar into increases in current research
spending, especially over the longer run as businesses develop their research
enterprises (Hall and Van Reenen 2000; Bloom, Griffith, and Van Reenen
2002). Unfortunately, because the R&E credit is temporary and must be
renewed periodically, uncertainty about the credit’s availability reduces its
incentive effect, especially in planning projects that will not be initiated and
completed before the credit’s expiration.

The Obama Administration has proposed to expand, simplify, and
permanently extend the R&E tax credit. The proposal will expand the credit
by approximately 20 percent, making a commitment of $100 billion over the
next 10 years, which represents the largest commitment in the tax credit’s
history. The Administration also proposes to make the credit easier to use,
providing a simple 17 percent credit rate to businesses, and to make the
credit permanent, ensuring that businesses can count on the credit as they
plan research investments that span multiple years.

Entrepreneurship

The United States has long recognized the role of entrepreneurship in
tapping American ingenuity to develop new products and solve problems.
Small firms typically produce more patents per dollar of R&D than do large
firms. New businesses are also engines of job growth, with small firm births
creating 40 million U.S. jobs between 1992 and 2005. Yet entrepreneurs face
special challenges. Raising funds is difficult for firms that are new and have
little collateral or no established reputation, even if they have a great idea.
Moreover, disclosing ideas in pursuit of funding can risk losing the idea to
established firms. Should a startup be capable of financing the initial innova-
tive investment, long administrative delays in patent issuance typically delay
licensing opportunities and may cause the startup to fail.

Government support for entrepreneurship can help ensure that good
ideas from all sources enter markets, thereby boosting economic growth. For
example, the Small Business Innovation Research (SBIR) program, which is
managed by the Small Business Administration and supported by 11 federal
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agencies, assists small entrepreneurial businesses to compete for federal
research and development awards. A recent report shows that during the
10-year period ending in 2006, businesses participating in the SBIR program
frequently accounted for more than 20 of R&D Magazine’s top 100 high-
technology products of the year. The Administration’s new Startup America
initiative will facilitate entrepreneurship across the country, investing $2
billion in capital for entrepreneurs, improving the regulatory environment
for young businesses, and increasing connections between entrepreneurs
and high-quality business mentors. Meanwhile, on a different dimen-
sion, the Affordable Care Act will remove obstacles to entrepreneurship
by enabling Americans to start and join new businesses without giving up
access to health coverage, both by allowing workers with preexisting condi-
tions to maintain their health insurance and by allowing Americans under
age 26 to remain on their parents’ insurance. Chapter 7 considers small busi-
ness challenges and Administration policies in greater detail.

National Priority Areas

For national priorities where innovation is critical but market fail-
ures impede progress, government can help spur technological advances.
Priority areas include developing clean energy sources, using information
technology to improve health care and reduce costs, and nurturing the
bio- and nanotechnology revolutions. The Administration is harnessing
mechanisms, from basic research to government procurement, to help spark
American ingenuity in these areas, driving economic growth and building
the future industries that can provide American workers with quality jobs in
the future global economy.

In clean energy, the Department of Energy’s Advanced Research
Projects Agency-Energy (ARPA-E) has awarded nearly $400 million to more
than 120 research projects that seek fundamental breakthroughs in energy
technologies. The Administration’s fiscal year 2012 Budget will more than
double total funding to date for ARPA-E. It will also double, from three to
six, the number of Energy Innovation Hubs, bringing innovative thinkers
from different disciplines together to create research breakthroughs on
tough problems. One new Energy Innovation Hub will focus on improving
batteries and energy storage, with applications to advanced vehicles. Overall,
the FY 2012 Budget will significantly expand R&D investments in critical
electric vehicle components while transforming the existing $7,500 tax credit
for electric vehicles into a rebate available to all consumers at the point of
sale. Building on existing initiatives like the Advanced Technology Vehicles
Manufacturing loan program, which has invested over $2.4 billion to
support three electric car factories in California, Delaware, and Tennessee,
these initiatives are working to meet the President’s goal of putting 1 million
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advanced vehicles on the road by 2015. Meanwhile, Department of Energy
tax credits have leveraged gigawatts of private sector investments in wind,
solar, and geothermal technologies, and the U.S. Navy is driving demand
for new fuels by committing to convert half of the fuel used for powering its
planes, ships, and vehicles to alternative fuels by 2020.

In health care, advances in information technology can help prevent
medical errors; improve delivery of care for patients, doctors, and nurses;
lower costs; and create data platforms to encourage further innovation.
The Administration is making investments to accelerate the adoption of
electronic health records, develop standards for secure exchange of health
information over the Internet, and promote mobile and Web-based health
technologies. The Strategic Health IT Advance Research Projects (SHARP)
program is funding potentially game-changing advances to overcome obsta-
cles to the adoption of health information technology.

The Administration has been making critical investments in biotech-
nology, nanotechnology, and advanced manufacturing. Through the
Recovery Act, the Administration has invested in sequencing 1,800 complete
human genomes, more than a 50-fold increase over the 34 genomes
sequenced before Recovery Act funding, creating new capacity for under-
standing many diseases while also driving down DNA sequencing costs. The
National Nanotechnology Initiative is developing a strategic plan to coordi-
nate federal investments in nanotechnology fields, including investments to
promote health, energy, materials, electronics and other applications. The
FY 2012 Budget also increases investments at key science agencies to cata-
lyze breakthroughs for advanced manufacturing applications and provides
funding to initiate the Advanced Manufacturing Technology Consortia
Program, a public-private partnership that will help spur innovation in
manufacturing systems and shorten the time needed for innovations to
reach the market.

INFRASTRUCTURE AND EcoNOMIC GROWTH

Public investments in infrastructure reduce production and trade
costs, enhance capital and labor mobility, and provide platforms to stimulate
innovation. During the 1900s, America’s infrastructure investments focused
on the Nation’s transportation systems and public utilities, including elec-
trification, which provided a platform for the birth of major new industries
and better opportunities for the American workforce. Today, as demand
continues to grow and existing infrastructure decays, significant and
renewed investment in our transportation and electricity systems is required.

64 | Chapter 3



The 21st century also calls for critical investments in the information
and communication technology (ICT) infrastructure, including broadband
Internet and wireless spectrum investments, that increasingly underpins
the economy and provides abundant opportunities for further innovation
and growth. Telecommunications investments have historically predicted
substantial growth among advanced countries, and rapid adoption of ICT
was associated with faster U.S. growth during the early Internet years. Of
the world’s 250 largest ICT companies today, 75 have their home in the
United States; these 75 companies generated total revenues of more than
$1 trillion in 2009. Additionally, ICT accounts for about 50 percent of U.S.
venture capital spending, a key element in transforming innovative ideas
into commercial applications (OECD 2010). Annual private investment
in information processing equipment and software in the United States
doubled between 1995 and 2009, growing 2.5 times faster than other U.S.
private fixed investment.

Roads, Railways, and Runways

The United States has a rich history of government investment in
transportation infrastructure leading to long-term economic benefits. The
interstate highway system represents one example. Research has shown
that well-designed infrastructure investments can raise economic growth,
productivity, and land values, while also providing significant positive
spillovers to economic development, energy efficiency, public health, and
manufacturing.

In September 2010, President Obama announced a plan to renew and
expand America’s transportation infrastructure and increase government
efficiency in making infrastructure investments. The plan includes a $50
billion investment to renew 150,000 miles of depreciating roads, construct
and maintain 4,000 miles of passenger rail, and rehabilitate 150 miles of
runways. Overall, the FY 2012 Budget seeks a six-year surface transporta-
tion reauthorization package totaling $556 billion, more than a 60 percent
increase above the previous six-year package. The Administration is also
seeking to modernize the transportation infrastructure to help people
and goods move efficiently and keep American markets competitive. For
example, the FY 2012 Budget provides $53 billion over the next six years
for passenger rail, including the development of a high-speed rail system
that will be accessible by 80 percent of Americans within 25 years, and $1.24
billion for the Next Generation Air Transportation System, a multiyear
effort to improve efficiency, safety, and capacity of the Nation’s aviation
infrastructure.
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The President’s infrastructure plan also calls for the creation of a
National Infrastructure Bank to leverage private capital and select projects
of greatest national significance. The infrastructure bank, to be funded at
$30 billion over six years, would depart from the Nation’s traditional infra-
structure decisionmaking process and instead weigh projects of national and
regional significance against each other and fund those judged to have the
greatest return to American taxpayers.

Electricity Infrastructure

Successful electrification across the United States in the early 1900s
provided a general purpose technology upon which many further innova-
tions would build, from lighting and household appliances to radio and
television to computers and information technology. With rising carbon
pollution and growing worldwide demand for scarce energy resources, the
U.S. electricity infrastructure now faces new challenges. The Administration
is currently taking numerous steps to modernize the Nation’s electric grid
and provide cleaner, more efficient, and more secure energy sources, largely
through Smart Grid projects and transmission infrastructure financing.

The National Institute of Standards and Technology is coordinating
Smart Grid standards, and the Recovery Act provided $4.1 billion for related
Smart Grid investments. By providing a two-way flow of information, a
Smart Grid promises to enable homes and businesses to manage electricity
consumption based on need and price, thus reducing their utility bills. For
example, energy usage and billing data can be provided nearly in real time
to the consumer through smart meters or other technologies. Such data
services can enable smart thermostats and smart home appliances to adjust
their energy cycles based on price signals. Smart Grid technologies also
include those that enable the broader electricity transmission infrastructure
to operate more reliably and effectively, preventing brown-outs and other
disruptions that can undermine the efficiency of the electric grid. Overall,
Smart Grid technologies promise to lower consumer costs, increase the
reliability of the electric grid, and facilitate the adoption of other innovative
technologies, such as renewable energy resources and electric vehicles.

Smart Grid investments alone are not expected to alleviate fully the
need for increased high-voltage transmission capacity. The Recovery Act
also increased the borrowing authority of the power marketing agencies
within the Department of Energy by $6.5 billion to finance new transmis-
sion investments that can accommodate increased generation to meet future
energy demand, enhance grid reliability, and integrate location-constrained
renewable energy resources. Taken together, investments in Smart Grid and
electricity distribution and transmission will help modernize the Nation’s
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electric grid, making electricity delivery to U.S. citizens more efficient,
secure, and reliable.

Information Networks

In less than a decade, broadband (or high-speed) Internet access
has transformed the American economy. The explosion in business-to-
business (Figure 3-2), business-to-consumer, and government-to-consumer
“e-commerce” has dramatically reduced transactions costs by reducing
geographic and time constraints. Households can comparison shop, register
their cars, and pay their bills online, saving time and money. Many workers
can save hours of commuting time through telecommuting. More generally,
broadband has expanded the ability to communicate ideas and informa-
tion, a key to faster problem solving and innovation. The great potential for
high-speed, low-cost information networks to trigger continued economic
growth lies in their role as a general purpose technology that businesses and
households can use in creative ways—some not yet imagined—to further
transform their productive capacities.

Figure 3-2
E-Commerce Share of Business-to-Business Manufacturing Shipments
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In 2000, about 3 percent of Americans aged 18 and older had broad-
band at home. By 2010, the share had grown to about 66 percent.' Despite
this tremendous progress, evidence suggests that the United States trails
behind a substantial number of other advanced countries in broadband

! Smith 2010. Similar adoption rates are found in other studies; see Department of Commerce 2010.
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adoption. One international comparison of broadband subscriptions per 100
inhabitants shows the United States ranking 14" (Figure 3-3) (OECD 2010).

Figure 3-3
Broadband Adoption across OECD Countries
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Jobs increasingly require Internet skills, but while 97 percent of
schools are connected to the Internet, more than 50 percent of teachers
say slow or unreliable Internet access presents obstacles to their use of
technology in the classroom (FCC 2010). Additionally, broadband adop-
tion is relatively low among certain groups of Americans, including poor
households, African American and Hispanic households, and rural house-
holds (Department of Commerce 2010). As broadband becomes essential
to learning, working, and improving productivity, these gaps in broadband
adoption create a “digital divide” in the opportunities available to different
groups of Americans.

To expand broadband Internet availability and strengthen this critical
platform for the Nation’s economic growth, the Administration has awarded
$6.9 billion through the Recovery Act. These funds in part support the
National Telecommunications and Information Administration’s Broadband
Technology Opportunities Program, which is deploying “middle-mile”
infrastructure in areas with nearly 40 million households and 4 million busi-
nesses, bringing broadband to approximately 24,000 institutions, including
schools, libraries, health care facilities, and public safety entities. These funds
also support the Rural Utilities Service’s Broadband Initiatives Program,
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which is bringing broadband access to approximately 2.8 million house-
holds, 364,000 businesses, and 32,000 community anchor institutions like
hospitals and schools in rural America.

Spectrum policyisanother critical componentin managing the Nation’s
information infrastructure. More and more Americans are connecting wire-
lessly to broadband Internet services using computers, smartphones, and
e-book readers, and increasing numbers of smart machines, such as smart
parking meters and remote patient health monitoring systems, rely on wire-
less infrastructure. Smartphone penetration among Americans increased
almost threefold between 2006 and 2009 by one measure, a trend that has
multiplied wireless data traffic. The rapid expansion of wireless technologies
may contribute substantially to future American productivity and economic
growth, but additional gains will require allocating more electromagnetic
spectrum for commercial and government use.

On behalf of the American people, the Federal Government manages
the rights to electromagnetic spectrum, a scarce national resource. Today,
the United States has provided just over 500 megahertz of spectrum for
mobile communication. Experts believe that the United States will require
hundreds of megahertz more of spectrum in coming years, yet only 50
megahertz are in the pipeline for commercial use. The Administration has
committed to developing 500 megahertz of additional wireless spectrum and
ensuring that spectrum is allocated to its highest-value uses.

Freeing additional spectrum to avoid “spectrum crunch” is essential
to nurturing the next generation of high-speed wireless services and further
innovations that businesses and entrepreneurs are beginning to deploy.
However, more spectrum alone will not guarantee secure and interoperable
systems that can support critical applications, such as public safety, or the
extension of these essential wireless platforms to Americans living in remote
rural areas. The Administration has budgeted over $18 billion to catalyze
deployment of a nationwide, interoperable public safety wireless network,
to invest in research solutions to overcome wireless technology obstacles,
and to help businesses extend the next generation of wireless services to 98
percent of all Americans, including those in remote rural areas.

Ski1LLS AND EcoNoMIC GROWTH

Ensuring that future economic growth is rapid, sustained, and broadly
based requires investments in Americans’ skills. Education is the pathway
to higher-income jobs and the growing industries of the 21st century.
Education is also needed to train the next generation of researchers and
innovators, who will drive future technological progress. For both reasons,
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Americans’ skills are critical to future economic prosperity. The Obama
Administration is working to ensure that our educational system is inter-
nationally competitive, comprehensive, and innovative in preparing our
workforce for an increasingly knowledge-intensive economy.

The rapid technological changes of the 20th century not only enhanced
productivity and created new industries but also increased demand for
skilled labor (Goldin and Katz 2007). Higher education is the key to many
modern occupations, and over the years Americans have correspondingly
raised their educational attainment, with average years of schooling at age 30
rising 6.2 years between 1900 and 2000. But American gains in educational
attainment are slowing. Average schooling duration in the final quarter
of the 20th century increased at only about one-third of its previous pace.
Compared with other countries, American educational attainment also
appears to be falling behind.

While growth in educational attainment has slowed, the demand for
skilled workers continues to increase. According to the Bureau of Labor
Statistics, 14 of the 30 fastest-growing occupations in the United States
require at least a bachelor’s degree, with 7 others requiring either an associ-
ate’s degree or a postsecondary vocational certificate or award. Moreover,
over the past 30 years, the return to a college education has also risen, further
suggesting that increasing demand for high-skilled workers is outstripping
their supply. Figure 3-4 shows wage and salary income by degree attainment
from 1963 to 2009. In 2009, workers with a bachelor’s degree or more earned
more than twice as much as those with only a high school diploma, while those
with some college or an associate’s degree earned 25 percent more. These
wage premiums have risen 72 percentage points and 10 percentage points,
respectively, since 1963. Although not shown in the figure, the returns to
postgraduate education have risen even more steeply. In the mid-1960s, those
with postgraduate degrees earned about 50 percent more than high school
graduates; by 2009, this wage premium had more than tripled to 159 percent.

While earnings of workers who have attended college have risen, the
annual income of those with only a high school degree or less has fallen since
the 1970s, even before the declines during the recent recession. High school
dropouts have fared the worst among all workers, with earnings falling 12
percent, in real terms, since 1963. These workers currently earn 30 percent
less than high school graduates. This trend mirrors a broader pattern of
rising wage and income inequality in the United States, with gains from
economic growth concentrated in some segments of the population. In the
past 20 years, real income for the top 20 percent of all households has grown
by 20 percent, while incomes for households in the bottom half of the distri-
bution have been essentially flat. By contrast, in other periods of economic
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growth, such as that from World War II to the mid-1970s, advances in
labor income were spread roughly evenly throughout the wage distribution
(Goldin and Katz 2007). A leading hypothesis about the causes of rising
income inequality over the past 30 years points to technological advances
that have increased the demand for high-skilled workers, while the supply
of these workers has not accelerated to meet the demand (Katz and Murphy
1992). Institutional factors, such as declines in unionization and the real
minimum wage, may also have played a role in increased wage inequality
(DiNardo, Fortin, and Lemieux 1996).

Figure 3-4
Average Wage and Salary Income by Educational Group

Total wage and salary income (2009 dollars)
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Notes: Calculations are for full-time workers aged 25-65 who worked 50-52 weeks in the
calendar year. Before 1991, education groups are defined based on the highest grade of school
or year of college completed. Beginning in 1991, groups are defined based on the highest
degree or diploma earned. Incomes are deflated using the CPI-U.

Source: Bureau of Labor Statistics, March Current Population Survey, 1964-2010.

Further, the overall data on educational attainment mask large dispar-
ities by race and socioeconomic status. Whereas 49 percent of non-Hispanic
whites aged 25 to 34 hold a postsecondary degree, only 29 percent of African
Americans and 19 percent of Hispanics do. In addition, children from high-
income households are almost four times as likely to obtain a postsecondary
degree by age 24 as those from low-income families.

Finally, achievement lags in science, technology, engineering, and
mathematics (STEM) fields, all areas that show high wage returns to
training and underpin future innovation. Recent test results in primary
and secondary education suggest that American schoolchildren are lagging
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behind in math and science. The 2009 Programme for International Student
Assessment survey, for example, showed that American students placed 17th
of 34 developed countries in science and 25th in math.?

President Obama recognizes that education is not only a driver of
growth but also the surest way for individuals to share in the gains from
growth. The challenge in developing a world-leading workforce involves
both increasing educational attainment and enhancing the quality of educa-
tion in this country. That is why the President has established a goal for the
United States to resume world leadership in college degree attainment by
2020. To reach this goal, the Nation must raise its college completion rate
from 40 percent to 60 percent. That requires 8 million additional young
people to graduate from America’s colleges and universities over the next
10 years.

The Administration has put forward a two-pronged strategy that,
first, seeks to ensure that higher education is accessible and affordable to all
individuals and, second, promotes innovative reform to ensure educational
quality. The Administration’s strategy gives states incentives to innovate
toward comprehensive education reform as well as to adopt college- and
career-ready standards of achievement. Effective education requires support
from cradle to career. Reforms are needed at every level to produce a strong
and competitive workforce.

Early Childhood Education

The years before kindergarten are among the most significant in
shaping a child’s foundation for learning and school success. Research shows
that high-quality early learning programs help children arrive at kinder-
garten ready to succeed in school and in life, reducing achievement gaps
that first appear at early ages. Disadvantaged students who have access to
such programs realize positive gains in their cognitive, social, emotional, and
language skills (Cunha et al. 2006). Investments in early childhood education
can improve academic attainment, reduce the need for special education,
and increase future graduation rates. Early childhood education also has
been shown to reduce future crime and teenage pregnancy for disadvan-
taged children. Furthermore, investments in high-quality early childhood
learning programs have been shown to be extremely cost-effective, with
lasting returns to society as high as 17 percent per year (Belfield et al. 2006).

Recognizing the benefits of early childhood learning, the
Administration’s FY 2012 Budget proposes to establish a new, competitive
Early Learning Challenge Fund (ELCF). States would compete for grant

? Results of the most recent National Assessment for Educational Progress show that, although
American students have improved in math over the past 30 years, only 26 percent of 12th graders
are “proficient” or better in math.
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aid from this fund by establishing systems of early learning that set high
standards and ensure that more children enter kindergarten with the skills
necessary for success. The fund would promote evidence-based evaluation
of programs, strategies for families and parents to assess the quality of early
learning programs, and the creation of age-appropriate curricula and assess-
ment systems.

Elementary and Secondary Education

Just as early childhood education is important to prepare children for
primary education, the K-12 system is crucial to prepare students for college
and the workplace. Too many students leave high school with inadequate
academic preparation. In the 2007-08 school year, one in five first-year
college students took remedial courses, a costly situation for both the
student and society. The need for remedial work is also a warning sign that
the student is more likely to drop out without completing his or her degree
(Adelman 1998). The task of improving college and labor market prepared-
ness thus begins well before a student reaches college or the labor market.

The Administration is committed to fostering innovation that will
improve educational outcomes. The Recovery Act created Race to the Top,
the largest-ever federal competitive investment in school reform. Race to
the Top is designed to spur state and local reforms in K-12 education by
allowing states to innovate and formulate their own solutions. The program
provides competitive grants to encourage and reward states that have taken
action to improve teacher quality, adopt college- and career-ready stan-
dards, incorporate better data into decisionmaking, and improve student
achievement in low-performing schools.

Encouraged by the Race to the Top initiative, 48 states worked
together to create a voluntary set of college- and career-ready standards,
which establish a shared set of clear educational guidelines for language
arts and mathematics education. As of December 2010, 40 states and the
District of Columbia had adopted these standards. Many states also pledged
to undertake a variety of innovative measures, including allowing more
charter schools and promoting the use of better student achievement data to
inform teacher evaluations. In August 2010, nine states and the District of
Columbia were named Phase 2 winners of Race to the Top, joining Phase 1
winners Delaware and Tennessee. The program will benefit all of America’s
students, whether or not they live in a state that was awarded a grant. By
providing incentives for all states to institute reforms, the program has
spurred reform across the country. Thirty-four states have changed state
education laws or policies to make them more conducive to reform that
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will provide higher-quality instruction and give students in low-performing
schools access to the education that they deserve.

Another focus of the Administration’s reform efforts is improving
low-performing schools. As established in the Recovery Act, School
Improvement Grants provide a total of $3.5 billion to transform the lowest-
performing schools so that disadvantaged students receive the instruction
and resources they need to succeed in the college or career of their choice.
Already more than 700 schools are participating in this program.

The theme of giving states incentives to undertake reforms, adopt
national standards of achievement, and improve the lowest-performing
schools is embodied in the Administration’s Blueprint for Reform in K-12,
released in March 2010. Building on the success of Race to the Top, the
Blueprint seeks to bring innovative strategies and meaningful standards to
all 50 states. This plan will fix No Child Left Behind’s accountability system
with a new federal framework built around five key priorities: implementing
college- and career-ready standards, placing effective teachers and leaders in
every school, providing equity and opportunity for all students, rewarding
states and school districts that excel, and promoting innovation and contin-
uous improvement. Recognizing the importance of finding and supporting
local solutions, the Blueprint proposes federal funding to support state and
local school district efforts in tackling these goals. The FY 2012 Budget
proposes consolidating dozens of redundant programs from No Child Left
Behind, providing resources to help schools focus on results. The Blueprint’s
framework is centered on rewarding success and providing greater flexibility
to local actors in developing school improvement plans.

In today’s global economy, it is essential that all students be prepared
academically for whatever career path they choose. The Administration has
specifically targeted improving education in STEM subjects to maintain a
skilled, innovative workforce in these growing fields (Box 3-4). In addition,
the Obama Administration dramatically increased funding for the Teacher
Incentive Fund, which supports efforts to develop and implement perfor-
mance-based teacher and principal compensation systems in high-need
schools. In September 2010, grants were awarded to school districts and
state education departments that had developed “rigorous, transparent, and
fair” teacher and principal evaluation systems, as measured by both higher
achievement for students and classroom observations.
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Box 3-4: STEM Education and Educate to Innovate

Training in science, technology, engineering, and mathematics
(STEM) fields is an important pathway to high-quality jobs, and STEM
education is also critical to producing future innovators who will
develop new products and ideas. Recognizing the importance of teachers
in K-12 education and especially in STEM fields, the President has set a
goal of training an additional 100,000 effective STEM teachers over the
next 10 years. The Administration’s proposed FY 2012 Budget includes
$100 million devoted to this task.

The Administration’s Educate to Innovate campaign focuses
specifically on improving children’s education in STEM fundamentals in
the classroom and beyond. Key elements of the campaign are harnessing
public-private partnerships that build support around science and math
teachers, connecting kids to the wonder of invention and discovery, and
raising the profile of science through initiatives like the White House
Science Fair. The Educate to Innovate campaign hopes to increase STEM
literacy; move American students to the top of the international pack in
STEM performance; and expand awareness, especially among under-
represented groups, of STEM career opportunities.

As part of this campaign, the President announced the launch of
Change the Equation in September 2010. This nonprofit organization
was formed by the business community in response to the President’s
spring 2009 “call to action” at the National Academy of Sciences for all
Americans to join in elevating STEM education as a national priority. In
its first year of operation, Change the Equation will work with member
companies to spread effective STEM education programs to sites across
the country. It will also create a scorecard to assess the condition of
STEM education in all 50 states, building a baseline from which to
measure progress in coming years. Furthermore, Change the Equation
will identify and share principles for effective business involvement in
STEM education, helping its member companies judge and improve the
effectiveness of their own programs through robust self-evaluation tools.

The immediate goal of Change the Equation is to replicate, within
one year, successful privately funded programs in 100 high-need schools
and communities. These programs include robotics competitions and
improved professional development for math and science teachers. With
leadership from the President and the private sector, a membership
of more than 100 CEOs, and funding of $5 million for its first year of
operations, Change the Equation is well positioned to promote its three
key goals: great teaching, inspired learners, and a committed Nation.
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Advancements in education technology have the potential to improve
K-12 education by personalizing the learning experience and reducing
the time needed for students to gain new knowledge. The Administration
supports several programs, as well as the launch of an Advanced Research
Projects Agency for Education, which will promote education technology
innovations. With broadband, cloud computing, digital devices, and soft-
ware, these technologies can spread widely and allow both the identification
and adoption of best practices.

Higher Education

American universities remain a renowned strength of the Nation’s
educational system (Box 3-5). To reach the President’s goal of leading the
world in college completion by 2020 and to provide the skilled workforce
needed for the economy to thrive, the Administration has prioritized
making the college and university system accessible and affordable to all.

The Health Care and Education Reconciliation Act (HCERA), signed
in March 2010, helps build a more reliable and effective financial aid system
by making all federal loans—Stafford loans, PLUS loans, and consolidation
loans—available directly to students, ending subsidies once paid to third-
party administrators. By saving $68 billion in subsidies over the next 11
years, the direct loan program allows for deficit reduction and for greater
investments in college affordability.

To make college more affordable to low-income students, the
Administration also has greatly expanded the Pell Grant program. In addi-
tion to Recovery Act support for the Pell Grant program, HCERA invests
more than $40 billion in Pell Grants, raising the maximum Pell award from
$4,730 in 2008 to $5,550 in 2010 and to an estimated $5,975 in 2017. Pell
Grants can be applied toward traditional college expenses as well as to voca-
tional and adult education programs.

The impact of these efforts is already evident, with nearly 8 million
Pell Grant recipients in the 2009-10 academic year. That is more than
double the figure from 10 years earlier and is 26 percent above the 2008-09
level. Furthermore, the average award of $3,646 is 25 percent larger than the
average award in 2008-09.

In addition, the American Opportunity Tax Credit (AOTC), estab-
lished in the Recovery Act, provides up to $2,500 a year for college tuition
and related expenses for American families. The AOTC is refundable,
thereby also reaching lower-income families. The tax credit increased tax
incentives for higher education by more than 90 percent and benefited 8.3
million students and their families in 2009. In December 2010, the President
signed an extension of the AOTC through the end of 2012, and he has
proposed making it permanent.
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Box 3-5: America’s Universities: Leading the World

Despite the relative decline in educational attainment in the
United States, America’s universities remain the strongest in the world.
According to the Times Higher Education rankings for 2010-11, the
United States boasts 15 of the top 20 universities in the world. In addi-
tion, American institutions remain the most popular destination for
foreign graduate and undergraduate students. Of students traveling out
of their country of residence for tertiary education, 19 percent go to the
United States, more than the combined share of those who go to the next
two most popular countries, the United Kingdom and Germany. The
remarkable diversity of America’s graduate programs has been shown
to increase innovation and research productivity (Stuen, Maskus, and
Mobarak 2010), making these programs even more attractive to both
domestic and international students.

Universities play the dual role of creating new ideas and training
high-skill workers, and American universities lead the world on this
front. Since 1960, 63 percent of Nobel Prize winning research has been
performed in the United States, mostly at universities. The diversity of
the Nation’s colleges and universities is a great strength: 31 percent of the
U.S. Nobel Prize winners since 1960 were foreign born, and 44 percent
of these immigrants received their graduate degrees in the United States.

Furthermore, American universities give students world-class
training for the high-skill jobs of the future. University students in the
United States have the opportunity to learn from the world’s leading
scientists and scholars, ensuring that the best new ideas enter the
American workforce. Preparing the American workforce for the 21st
century depends on taking innovative ideas from the laboratory to the
workforce, and universities provide that bridge.

Federal efforts to increase financial aid, particularly the Pell Grant
program, are the primary reason that net tuition (tuition minus grant aid)
has fallen at all types of colleges and universities over the past five years, even
as published tuition has risen substantially. To make higher education more
accessible to all students, the HCERA provides $2.6 billion over the next
decade to strengthen Minority-Serving Institutions (including Historically
Black Colleges and Universities) nationwide. These schools play a key role
in educating low- and middle-income students, enrolling nearly 60 percent
of the Nation’s 4.7 million minority undergraduate students and accounting
for nearly one-third of all degree-granting institutions in higher education.
These steps will ensure that minority students are given every chance to earn
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degrees and to enter (or return to) the workforce with the skills they need
to succeed.

Job Training

In addition to traditional education pathways, job training programs
provide vital opportunities for workers to gain new skills well suited to
today’s economy. Skill upgrading can be especially important for displaced
workers whose skills might otherwise erode while they search for new job
opportunities. Training is provided by a diverse set of institutions, including
proprietary (for-profit) schools, four-year colleges, community-based orga-
nizations, labor unions, and public vocational and technical schools. Studies
have documented that well-designed training and adult education programs
can improve participants’ labor market outcomes, increasing earnings and
the probability of employment (CEA 2009). These improvements appear to
be especially strong in training programs with a targeted focus on specific
sectors, such as technical or high-growth sectors, and in programs that
operate with a high level of employer involvement (Maguire et al. 2010).
The Skills for America’s Future initiative encourages and promotes these
types of partnerships (Box 3-6).

The Administration has acted to promote career training for displaced
workers, giving them the new skills they need to meet the demands of
a competitive economy. HCERA provides $2 billion to fund the Trade
Adjustment Assistance Community College and Career Training Grant
Program, which provides grants to institutions of higher education to
improve and expand programs suited to help workers affected by trade.
Under the program, competitive funds will be made available to community
colleges over the next four years to help increase completion of degrees,
certificates, and other industry-recognized credentials. In addition, the
Affordable Care Act, passed in March 2010, makes investments in workforce
training in the high-growth field of health care, providing funding to train
additional doctors, dentists, physicians’ assistants, and much-needed nurses.

Finally, the Administration has called on Congress to reauthorize
and modernize the Workforce Investment Act (WIA). The aim is to fuel
the development and replication of effective practices in job training, adult
education, and vocational rehabilitation. The Recovery Act provided nearly
$4 billion for WIA programs, including $500 million for adult employment
and training activities, nearly $1.5 billion to train displaced workers, and
$750 million for a program of competitive grants for worker training and
placement in the high-growth sectors of health care and clean energy. About
35 percent of workers receiving job training through WIA programs attend
community colleges, putting those institutions on the front lines of training
America’s workforce for the jobs of tomorrow.
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Box 3-6: Skills for America’s Future

In October 2010, President Obama announced the creation of the
Skills for America’s Future (SAF) initiative to foster collaborative efforts
between the private sector, community colleges, labor unions, and other
institutions, with a commitment to scaling up meaningful and measur-
able solutions. The goal is to build a nationwide network of stakeholders
who will work to maximize workforce development strategies, job
training programs, and job placement.

SAF will identify and highlight characteristics of successful training
programs that can be replicated and scaled up to reach more workers
and institutions. The initiative already has the commitment of private
sector leaders, along with innovative institutions, to advance these
efforts. Actively engaging private employers, with expertise and knowl-
edge of required credentials as well as local labor market conditions, is
critical to the success of training programs. Building and encouraging
collaborative efforts between private employers and public community
colleges and other institutions is one of the cornerstones of the Skills for
America’s Future initiative.

In conjunction with SAF, the President also established the Skills
for America’s Future Task Force, cochaired by top-level Administration
policymakers, to coordinate federal efforts to ensure that the private
sector is well poised to work with and leverage federal training and
education efforts.

CONCLUSION

Throughout its history, the United States has demonstrated a remark-
able capacity to innovate and generate substantial increases in American
standards of living. With the private sector in the lead and appropriate public
investments where markets fall short, Americans will continue to see rapid,
broad-based, and sustained economic growth. The Obama Administration
is making investments in our national innovation system, infrastructure,
and skills to provide the right foundations for prosperity. These foundations
will ensure that, year after year, America’s greatest resource—its people—
can build a brighter future.
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CHAPTER 4

THE WORLD ECONOMY

ike the U.S. economy, the world economy moved toward recovery in
2010 with positive economic growth reestablished in most regions and
rebounding world trade. Emerging-market economies made substantial
contributions to world growth, demonstrating their increasing importance to
the world and U.S. economies. International policy coordination continued
to play an important role: two leaders’ summits of the Group of Twenty
(G-20) were held in 2010, and significant agreements were reached on
important global challenges such as ensuring a strong, sustainable, and
balanced global recovery and setting core elements of a new financial regula-
tory framework, including bank capital and liquidity standards.
The world economy, however, must not only recover but also shift
away from its pre-crisis pattern of growth that was too dependent on U.S.
consumption. Global imbalances narrowed significantly during the crisis.
Now, a fundamental challenge is to restore growth without restoring the
old growth model and patterns of demand that led to those imbalances.
Even without the economic crisis, however, the world economy would be
undergoing substantial change. China has grown from the sixth- to the
second-largest economy in just a decade, and the Group of Seven (G-7)
advanced countries’ share of the world economy continues to shrink as
numerous emerging markets grow onto the world stage. These changes are
generating shifts in world production and trade, but the growth of emerging
markets need not portend a de-industrialization of advanced economies
or a fall in the standard of living of Americans. The United States is home
to many of the most innovative firms in the world, universities that attract
more students than any other country, and the most productive workers of
any major economy. In addition, output per capita is higher in the United
States than in any of the other G-7 nations and much higher than in any
emerging economy. These shifts do require, however, that the United States
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evolve to meet both new opportunities and new challenges. The same forces
described in Chapter 3 on long-run growth—innovation, education, and
infrastructure investment—coupled with a smart trade policy are crucial to
the evolving role of the U.S. economy in the world.

The United States, both as part of the economic recovery and as part
of its engagement with the global economy, must increase its exports over
time. Substantial import growth in rapidly growing regions around the
world helped drive U.S. exports at a fast pace in 2010, moving the United
States closer to the Administration’s goal of doubling exports by the end of
2014. Emerging-market economies are playing a growing part in U.S. trade
relationships, and that role will only strengthen in the coming years. Robust
enforcement of market access agreed to in previous trade accords, new trade
agreements to guarantee access to these important emerging markets, and
encouragement of balanced growth around the world will all help spur faster
export growth. A range of additional policy initiatives—advocacy, export
credit, and improvements in the U.S. transportation and supply chain infra-

structure—can also contribute to export growth.

STATUS OF THE WORLD RECOVERY

The world economy in 2008-09 faced its most wrenching economic
crisis in a generation. The recovery from that crisis has been quite rapid in
many regions, leading to a rebound in world economic growth and trade.
Many challenges remain, however. Regions are growing at different paces,
and many countries are facing some combination of slow growth, a need
for fiscal consolidation, or complications from rising prices or increased
capital inflows. Fortunately, institutions like the G-20, which were platforms
for increased economic cooperation during the crisis, have been able to
continue to play a positive role in the world economy.

Crisis Fading, But Challenges Remain

The world economy has experienced both a remarkable setback and
rebound in the past three years. The global contraction in the second half
of 2008 and first quarter of 2009 was sharp but relatively short-lived. By the
second quarter of 2009, the world’s growth rate (the weighted average of the
growth rate of countries’ real gross domestic product or GDP) was positive,
and by the third quarter, the average growth rate had returned to its 2007
levels. The International Monetary Fund (IMF) projects that, for the four
quarters of 2010, the world economy grew more than 4 percent and will
continue at that pace in 2011 (IMF 2010).
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Although average growth coming out of the crisis has been rapid,
it has not been evenly distributed, as Figure 4-1 demonstrates. The finan-
cial market shocks of the recession were concentrated in the advanced
economies, and those economies have rebounded more slowly. Most
emerging-market economies rebounded quickly; some, in fact, never saw a
contraction, just a slowdown in their rapid growth. In the first half of 2010,
real GDP in the emerging-market countries of the G-20 grew 7.9 percent on
average (at an annual rate), compared with 3.3 percent for the G-7 countries
(growth slowed slightly in both groups in the third quarter).' The IMF proj-
ects that substantially faster emerging-market growth will persist, predicting
growth of 7 percent in emerging and developing economies in 2010 and
2011, compared with roughly 2.5 percent in advanced economies.

Figure 4-1
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It is not surprising to see advanced economies grow more slowly than
emerging ones. Emerging markets tend to have faster population growth—
and hence a growing labor supply—and can converge toward advanced
economies through rapid productivity growth as they upgrade the education
of their workforce and the technology they use. Still, a gap of roughly 4.5

' The G-20 is made up of 19 major economies plus the European Union. The G-7 includes
the largest 7 advanced economies of that group (by size of economy, the United States, Japan,
Germany, the United Kingdom, France, Italy, and Canada). The remaining members of the G-20
are Australia and South Korea along with major emerging-market nations: Argentina, Brazil,
China, India, Indonesia, Mexico, Russia, Saudi Arabia, South Africa, and Turkey. Throughout
this chapter, division of countries into emerging and advanced is based on IMF definitions.
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percentage points in the growth rates of emerging and advanced economies
is unusually large. Such a gap existed in the years immediately preceding the
crisis, but between 1980 and 2007, the gap was much narrower: emerging
and developing economies grew at an average of 4.4 percent, whereas the
average for advanced economies was 2.8 percent.

Several serious challenges to sustained global growth remain. The
unemployment rate in many advanced nations is still unacceptably high. As
Figure 4-2 shows, the unemployment rate in the euro area is still at its peak,
and the U.S. rate is trending down only very slowly. At the same time, many
advanced economies face substantial fiscal deficits. The U.S. Federal fiscal
deficit in 2010 was 8.9 percent of GDP, the euro-area deficit was 6.3 percent,
and Japan’s was 7.7 percent. Over the next few years, those deficits will have
to come down. They will likely fall significantly because of the business cycle
(deficits tend to shrink as economies recover), but further fiscal consolida-
tion will be needed over time. Maintaining sufficient growth to lower the
unemployment rate while simultaneously implementing credible medium-
term fiscal consolidation will be a challenge in many countries. Further,
some euro-area countries have faced pressure from financial markets in the
form of rising yields on their debt, forcing them to lean toward faster consol-
idation. Because the advanced economies are operating below capacity,
their inflation rates have been low. Core rates were close to 1 percent in the
United States and the euro area, and deflation continued in Japan. Thus far,
central banks have maintained an accommodative monetary policy stance,
with the Federal Reserve and Bank of Japan adding new quantitative easing
measures in 2010, and the Bank of England and the European Central Bank
keeping policy rates low.

In contrast, rising inflation is a concern in emerging—market countries
where growth has been faster. The 12-month change in consumer prices in
China breached 5 percent (above the 3 percent target for 2010, and China is
now reported to have raised its target to 4 percent for 2011); wholesale price
inflation in India rose above 10 percent during the spring and summer of
2010; and inflation rates began to creep up in 2010 in many other emerging-
market countries. Many central banks have raised policy rates or taken
other action to calm inflation. The contrast between fast growth with rising
interest rates in the emerging world and slower growth with lower interest
rates in advanced economies has put pressure on capital flows and exchange
rates. After depreciating during the crisis, the currencies of emerging-
market nations of the G-20 appreciated 5 percent on average over the first 10
months of 2010 on a real trade-weighted basis, and capital flows into these
countries increased as well.? Thus far, emerging nations have responded

% Net portfolio investment flows into emerging-market G-20 countries turned negative at the
peak of the crisis but rebounded in 2009 and 2010.
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with a varying mix of currency appreciation, currency intervention, and
capital controls. Total foreign exchange holdings by emerging and devel-
oping countries rose by roughly $500 billion in the first three quarters of
2010 (more than double the amount in the first three quarters of 2009 after
adjusting for valuation changes), reflecting increased currency intervention
aimed at slowing or preventing appreciation.
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While overall world growth has rebounded, another crucial challenge
to the world economy is to make up for the output lost during the reces-
sion. By the end of June 2010, the world economy had recovered to the
level of output before the recession, but world GDP remains considerably
below the output trend it was on before the crisis struck. Research suggests
that financial recessions are long and deep, and whether the output lost
is completely recovered is an important issue.’ For the world economy to
return to its previous output trend, several years of above-average growth
will be necessary.

* Reinhart and Rogoff (2009) demonstrate that financial recessions are longer and deeper than
other kinds of recessions, but the authors do not comment on whether the output loss is perma-
nent. IMF (2009) argues that, on average, countries do face a medium-term output loss and thus
never recover to the pre-crisis trend level, but that study (which looked at earlier recessions)
found wide variation in outcomes, with the top quarter of countries more than 5 percent above
their pre-crisis output trend seven years after a banking crisis. In addition, a variety of method-
ological choices may bias the IMF results toward finding a permanent loss. Other work finds
that most countries recover all output lost in a financial recession over the medium term (see,
for example, Cecchetti, Kohler, and Upper 2009).
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The Rebound in World Trade

A particular difficulty during the recession was the collapse in world
trade. Even countries with little connection to the financial aspects of the
recession were nonetheless affected as demand for imports plummeted and
financing conditions for export credit tightened (Baldwin 2009). Trade fell
even faster than GDP: the unprecedented collapse of world trade during the
last quarter of 2008 and the first quarter of 2009 saw an almost simultaneous,
precipitous decline of exports and imports across all major regions of the
world.

Trade has recovered more quickly than GDP has: exports and imports
picked up during the second and third quarters of 2009 and continued the
V-shaped recovery in 2010, advancing significantly ahead of expectations.
In October 2009, the IMF expected real world trade (adjusted for prices)
to grow just 2.5 percent in 2010. Only months later, the Organisation for
Economic Co-operation and Development projected a 6 percent increase.
In April 2010, the IMF forecast a 7 percent increase, and in the fall of 2010,
both institutions expected over 11 percent growth for the year.
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Important regional differences mark both the contraction in trade
during the recession and the expansion of imports and exports during the
recovery. Figure 4-3 shows the import volume (adjusted for prices) and
Figure 4-4 the export volume of various regions relative to their levels in the
first quarter of 2007. Asia’s emerging economies experienced a sharp decline
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of imports and exports, but they were among the quickest to recover and
were the first in 2010 to reach their pre-crisis levels. Japan, whose exports
plunged nearly 40 percent from peak to trough in the crisis, also rebounded
in 2010, closing the year with exports less than 10 percent below the pre-
crisis peak. Japan’s imports fell by only half as much as its exports, and they
too were recovering but had not attained their pre-crisis levels by the end

of 2010.

Figure 4-4
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The export decline in the United States was similar to that in the euro-
area countries, but U.S. exports have recovered more quickly. U.S. imports
initially declined more sharply than those in the euro area, but they also have
rebounded substantially. Among all of the major regions of the world, the
euro area has had the slowest resumption in import growth.

Finally, despite the substantial progress in the V-shaped trade
recovery, as of the third quarter of 2010, none of these economies had yet
achieved the level of trade that had been projected to take place had pre-
crisis trends continued in the absence of the 2008-09 trade collapse.

Global Policy Coordination

During the crisis, world leaders established the G-20 as the premier
international body for international economic coordination. The G-20,
whose members account for nearly 90 percent of world GDP, continued to
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play a pivotal role in 2010, holding two leaders’ summits as well as finance
ministers’ and deputies’ meetings, along with continual staff work.

At the leaders’ summit in Pittsburgh in 2009, under U.S. leadership,
the G-20 committed to work toward strong, balanced, sustainable global
growth. In Toronto in June 2010, leaders made commitments to boost
demand where needed and to strengthen public finances and financial
systems. In Seoul in November 2010, they agreed to undertake macro-
economic policies to ensure ongoing recovery and sustainable growth,
including making exchange rates more market-determined and adopting
other policies to temper global imbalances.

The G-20 also followed up on significant commitments to reform
the international financial system and its institutions. Through the Basel
Committee on Banking Supervision, nations around the globe negotiated
a new framework for banking supervision that is intended to improve the
ability of the global financial system to absorb shocks and reduce the risk
of spillover from the financial sector to the real economy. The framework
involves raising capital standards, broadening the coverage of supervision,
introducing global liquidity standards, and promoting the buildup of capital
buffers in good times.

G-20 nations also followed through on their commitment to change
the governance structure of the two major international financial institu-
tions: the IMF and the World Bank. The governance structure of these two
organizations was heavily weighted toward advanced countries, and each is
now being changed to incorporate more leadership from major emerging-
market countries, including changes to quota shares and board seats.

Finally, policy coordination has continued as various financial diffi-
culties have appeared throughout the year. The focus of much of the concern
during 2010 has been on sovereign debt in Europe. First, central banks,
including the Federal Reserve, coordinated to ensure sufficient liquidity
across markets. More importantly, in May, European leaders worked with
the IMF to create a European Financial Stabilization mechanism with up to
$1 trillion committed to stabilizing the debt markets for various euro-area
nations. The funds were first used in Greece to provide a necessary backstop
as that country tried to rebalance a precarious fiscal situation. Toward the
end of the year, the mechanism was used to backstop Ireland as it struggled

with the costs of its banking system.
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THE EVOLUTION OF THE WORLD EcoNOMY

The world economy has begun a transformation. Rapidly growing
emerging-market countries and some advanced countries with high savings
will need to provide more demand to the world economy, and countries
that are borrowing too much will need to save more. Changes are already
taking place in the composition of U.S. exports as services play a larger role,
but there will likely be continuity as well, as the United States maintains
its exports of products that rely on sound legal institutions, an innovative
economy, and the high skills and productivity of U.S. workers. More of those
products, though, are likely to be headed toward rapidly growing emerging
markets, a change that will be essential if the U.S. economy is to meet the
Administration’s goal of doubling exports in five years.

Global Imbalances

As the G-20 actions show, world leaders have recognized that more
balanced growth is essential to the world economy. The United States had
a large current account deficit before the crisis, and the Administration has
been clear that the United States must find a more balanced growth model,
one that involves more exports and investment. The trade balance, or net
exports, represents the bulk of the current account (net income on overseas
assets and unilateral transfers such as foreign aid and remittances make up
the rest). At the same time, the current account represents the net lending
of a country to the rest of the world because if a country exports less than it
imports, it must either borrow or sell foreign assets to pay for that consump-
tion from abroad.

The issue of global imbalances is a problem not just for the United
States but for all nations. A single country’s saving behavior can affect saving
and investment around the globe. A large deficit, for example, can take
up too much world savings and crowd out borrowing in other countries.
Conversely, a current account surplus means a country is not contributing
as much to world demand as it is to world supply and may be lowering
world interest rates and encouraging deficits in other countries. Surpluses
become particularly contentious when global output is below potential
output. Thus, the macroeconomic behavior and outcomes of different coun-
tries are linked.* Before the crisis, when the United States was too reliant on
consumption, other countries around the world were also too reliant on U.S.
consumption and exports to the United States.

* Current account deficits or surpluses are not always a bad thing. Where many productive
opportunities exist, a country may borrow to invest more than its savings allow and may there-
fore want a deficit; alternatively, a country may temporarily have an excess of savings. However,
large persistent surpluses or deficits can be a sign of more structural imbalances in an economy.
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The United States accounts for roughly one-quarter of the world
economy, and consumption has historically accounted for roughly two-
thirds of the U.S. economy. Thus, one might normally expect 16-17 percent
of world aggregate demand growth to come from U.S. consumers. But
emerging and developing economies often grow faster than more mature
economies. Thus, a larger portion of world growth would be expected to
come from emerging economies than their share of the world economy
would warrant.

From 1996 to 2006, though, U.S. consumption played an outsized
role in the world economy, with roughly 22-23 percent of the growth in the
world economy coming from growth in U.S. consumption. This level was
simply not sustainable. During this period, U.S. consumption rose to 70
percent of the U.S. economy, personal saving fell to very low levels, and U.S.
business equipment and software investment growth lagged behind GDP
growth. At the same time, the fiscal position of the U.S. Federal Government
moved from substantial surpluses at the end of the 1990s to substantial
deficits in the mid-2000s. These deficits also contributed to lower national
saving. Such macroeconomic behavior had important implications for the
world economy. The rapid growth in consumption and decline in saving
(both personal and government) meant that the United States increasingly
borrowed from the world and had a growing current account deficit.

At the same time that consumption was outpacing income in the
United States, many other countries had export growth well in excess of GDP
growth. Falling transport prices and the rise of globally integrated produc-
tion supply chains mean that the production of a single good may generate
far more recorded exports and imports than the value of the final good itself.
To illustrate, consider a smartphone whose various parts may be traded
across many borders at different stages of production before final assembly
and sale of the phone. Each time a component crosses a border to move to
the next stage of processing, it counts as an import for one country and an
export for another. As a result, the total value of exports and imports for
various countries from that one phone will likely exceed the total final value
of the phone, leading to faster export growth than GDP growth when one
more phone is made. From 1998 to 2008, exports grew faster than GDP in
nearly every major economy. Of the largest 20 exporters, though, the United
States had the lowest rate of export growth—96 percent, compared with an
average of 243 percent among the other top 20 exporters. Even among other
advanced countries, the average was 143 percent. The United States still
exports more goods and services than any other country in the world, but
over the past decade, it relied too much on domestic consumption to drive
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growth and not enough on the rest of the world. As a result its export growth
lagged and its lead shrunk significantly.

Some countries, such as India and Brazil, opened up to the world
economy and saw both their exports and imports rise substantially over
the decade before the crisis. Their exports as a share of GDP increased, but
they were not dependent on external demand for growth because they were
both selling to and buying from the world. Yet other countries experienced
the mirror image of the U.S. model of the 2000s. Rather than imports and
consumption rising faster than incomes, exports and savings increased so
that both exports and the trade surplus continued to grow as a share of their
economies. These surplus countries thus effectively funded the borrowing of
deficit countries and provided less demand support to the world economy.
From 2000 to 2008, China’s current account rose from a surplus of 2 percent
of GDP to 10 percent, while Germany’s moved from a deficit to a 7 percent
surplus. While Germany’s surplus rose, other countries in the euro area
(France, Greece, Italy, Portugal, and Spain) experienced rising deficits.

Figure 4-5 shows that as the decade of the 2000s wore on, the global
imbalances worsened. The U.S. deficit and the Chinese and German
surpluses grew not just as a share of their own GDP but as a share of world
GDP as well. By 2007, the U.S. deficit was shrinking as a share of both U.S.
and world GDP, but China’s surplus continued to rise as a share of world
GDP, and the euro-area deficit countries’ combined current account deficit
was expanding as well.

Figure 4-5
Current Account Deficits or Surpluses as a Share of World GDP
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Sources: Country sources; CEA calculations.
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The crisis brought about a sharp change in these imbalances.” The
U.S. current account deficit shrank from 5 percent of its GDP to less than
3 percent in 2009. At the same time, China’s surplus fell from 9.6 percent
of its GDP in 2008 to 5.9 percent in 2009. Still, as is clear from the figure,
imbalances remain and have begun once again to widen, albeit slowly. The
U.S. current account deficit is still less than 4 percent of U.S. GDP and,
given that the United States is growing somewhat slower than the world
as a whole, this deficit is shrinking further as a share of world GDP. The
surpluses in both Germany and China remain above 5 percent, however.
Furthermore, when a fast-growing country such as China has a constant
surplus as a share of its GDP, that implies the surplus is growing as a share
of the world’s GDP. Also, while U.S. borrowing in the early 2000s was larger
than the surpluses in Germany, Japan, and China combined, over time the
current account surpluses in these countries grew, and by the third quarter
of 2010, their combined total was considerably larger than the U.S. current
account deficit. As noted, the G-20 continues to work on how to reorient
countries’ policies so they are more mutually consistent and growth is more
balanced and sustainable.

Box 4-1: What Do We Owe the Rest of the World?

Because the current account represents net borrowing in a year,
it indicates the net capital flows (such as securities purchases, bank
deposits, and direct investment) into a country. Along with adjustments
for changes in exchange rates and asset prices, the current account
measures the change in a country’s net foreign wealth (all of the assets
its investors own abroad minus all the claims on its economy by foreign
investors). Net borrowing by U.S. residents over the past decade has left
a negative net international investment position of roughly 20 percent of
U.S. GDP. Relative to other countries, this negative position is still fairly
small as a share of GDP.#

Box 4-1, continued on next page

* U.S. personal consumption increased to more than 23 percent of the world economy in 2001
and 2002, measured in current dollars, but over time, that share began to shrink. A depreciating
real exchange rate and rapid growth in emerging markets meant that by 2007, U.S. consumption
as a share of the world economy had declined to 18 percent. Despite growing by 6 percent in
2007, U.S. imports as a share of the world economy fell that year. The simple fact that emerging
markets often grow faster suggested that U.S. consumers and U.S. imports could not continue
to absorb such a large share of the world economy. The crisis abruptly and sharply changed the
relationships, but they were already shifting well before the crisis erupted.
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Box 4-1, continued

In addition, foreign investors own only about 11 percent of the
overall financial assets in the U.S. economy. This fact is sometimes
obscured by foreign investors’ preference for U.S. Treasury bills. Because
so much of U.S. net foreign debt is concentrated in one asset class, the
United States is often viewed as a massive debtor to the world. Foreign
investors own roughly one-third of U.S. Treasury securities (roughly
one-half if Treasury securities held by government trust funds—such as
the Social Security Trust Fund—are excluded) (see box figure). China
is the largest foreign holder of U.S Treasuries, but China’s investors
own just 7 percent of the total—one-fifth as much as U.S. bondholders
(some foreign holdings may be misclassified if, for example, China buys
Treasuries through a London investment bank that buys them from the
United States).

Major Holders of U.S. Treasury Securities

B China, mainland
Japan

® European Union

® Financial centers
Other foreign

United States

® [ntra-U.S. Government

Notes: Financial centers include Caribbean banking centers, Hong Kong, Luxembourg,
Singapore, and Switzerland.

Sources: Treasury International Capital data, October 2010; Department of the
Treasury, Monthly Statement of the Public Debt of the United States.

2 The U.S. net international investment position has not become as negative as
one might have expected based on the amount of borrowing over the 2000s. In addi-
tion to borrowing in any given year, the values of U.S. foreign assets and liabilities
change in response to changes in market conditions. Over the past decade, the United
States has had, on net, positive “valuation effects” (Lane and Milesi-Ferretti 2009).
Strong asset performance in the United States and changes in currency may have led
to a decline in the net international investment position in 2010.
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Determinants of Exports

The United States is well positioned to spur growth through exports,
even if the precise composition of the goods and services America will sell to
the world in the future is not known today. The pattern of trade between one
economy and another, quite different, economy is determined in part by the
forces of comparative advantage, that is, what it is that differentiates the two
economies. Comparative advantage can lie in differences in labor produc-
tivity, the relative availability of a country’s natural and physical resources,
the educational priorities that help to determine the skill sets of its people,
and even the institutions that can create different conditions across national
markets. For example, the United States exports high-tech machinery to
other countries that may not have the high-skill labor or advanced tech-
nology required to make those goods. Also, high judicial quality and good
contract enforcement give the United States an advantage in the production
of goods and services that require businesses to invest to tailor products
to particular consumer needs. Thus, the United States has a comparative
advantage in highly complex products that are difficult to commoditize.
Such products may require teamwork in the design and production process
and substantial financial investment in research and development (R&D)
and hence commitment to the protection of intellectual property.

But comparative advantage does not explain the determinants of
and benefits to the back-and-forth trade of similar products (intraindustry
trade), especially that taking place between similar economies. A modern-
day example is trade in smartphones. Beginning in the late 1990s, a Canadian
firm was a first entrant to the wireless communications market, and U.S.
business consumers flocked to import a mobile device that could send and
receive e-mail messages. Soon thereafter, U.S. firms innovated and engi-
neered different varieties of these mobile products with additional features
that increasingly appealed to individual consumers as well. Consumers in
other countries (including Canada) imported substantial quantities of these
U.S.-designed smartphones. The ability to trade internationally let these
firms produce for multiple markets and take advantage of scale economies,
and it encouraged their entrepreneurship and innovation by providing a
larger potential market. But manufacturers are not the only ones that gain;
consumers in the United States and Canada also benefit through access
to foreign-designed varieties of the product in addition to those that are
conceived and produced domestically.

Product quality is also important to understanding the determi-
nants of intraindustry exports. Generally speaking, richer countries tend to
specialize in higher-quality goods within the same product type, while devel-
oping and emerging economies tend to focus on goods further down the
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quality ladder. For example, Italy may import low-cost T-shirts from China,
but it is a leader in exporting high-quality, high-fashion shirts to the world.
Those products that have wide variation in quality allow advanced-country
firms to differentiate their goods and services away from imported varieties
from low-wage countries.

Manufacturing Exports. While the United States is still the largest
combined exporter of goods and services, America has slid from being the
world’s leading exporter of goods at the beginning of the century to the
third position, behind China and Germany. Nevertheless, the United States
continues to export over $1 trillion of goods annually, more than three-
quarters of which are manufactured, and these exports support more than
one-fourth of the manufacturing jobs in the United States. As Figure 4-6
indicates, manufacturing and agriculture goods combine to make up more
than two-thirds of total U.S. exports.

Figure 4-6
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Experience from other high-income countries shows that a shift in
the world share of exported goods does not mean a shift entirely out of
manufacturing and into a service-only economy. Germany, the second-
place goods exporter, maintains a substantial share of manufacturing in
its economy and exports many of these products (including to emerging
markets). Manufacturing is also a larger share of the economy in Japan
than it is in the United States. Like the United States, these countries have a
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floating currency and highly paid, high-skilled workers. The rise of emerging
markets—with lower wages but also lower productivity—has not forced
these high-income countries out of manufacturing. Richer countries do tend
to produce and consume more services than do emerging-market countries.
Nevertheless, manufacturing, especially of complex products, continues to
play a substantial role in advanced economies, including the U.S. economy.

Services Exports. Services are of increasing importance to high-
income economies. Some services are nontraded, such as restaurant meals,
live entertainment, and cleaning services. But services such as consulting,
finance, architecture, accounting, law, and tourism are traded. With
improvements in communications technology as well as infrastructure,
many services are becoming increasingly tradable. As noted, nearly one-
third of total U.S. exports annually are in services. Figure 4-7 shows the
rapid growth of U.S. services exports as well as the growing surplus in U.S.
services trade.

Figure 4-7
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Some of the largest and fastest-growing U.S. services exports are in
business, professional, and technical services. Other important categories are
insurance, finance, and education services. Analogous to the case of goods
exports, U.S. service exports are in sectors where U.S. firms and employees
offer world-class, high-quality performance and thus give the United States
a strong comparative advantage.
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Changing Composition of Goods and Services Exports. Economic
forces have traditionally allowed the United States to produce and export
many of the goods and services in which it had a comparative advantage at
that point in time. There is no reason to think that those forces will cease to
operate going forward.

As the next section documents in more detail, the growth in U.S.
exports is coming from new demand, much of it from emerging economies.
Some emerging markets are quickly urbanizing and shifting away from
subsistence agriculture, thus increasing foreign demand for U.S.-grown
farm exports such as soybeans, corn, and wheat. These emerging economies
are developing a sizable middle class, newly able to afford the higher-quality
goods and services that they may not have been able to buy in the past. And
the expansion of home-grown businesses in emerging economies creates
new demand for R&D-intensive, highly complex products, such as aircraft,
turbojets, oil and gas field machinery, electronic integrated circuits, and
medical instruments. These products frequently sit at the top of the U.S.
export list, and U.S. exports of these products will likely sit at the top of the
quality ladder.

The details may be impossible to forecast accurately, but past experi-
ence suggests that the U.S. export industry is likely to be built on high-quality
goods and services that tap into entrepreneurial talents and that reflect the
United States’ commitment to reward an innovative workforce. Many of the
policies and programs described in Chapter 3 as essential to long-run inno-
vation and growth are also critical to the successful evolution of the United
States as it adjusts to changes in the world economy.

Evolving U.S. Trade Patterns

Even before the global economic crisis and recession of 2007-09, the
United States had been in the midst of a longer-term reorientation of its
international trade patterns. Understanding the relative shift in these trade
patterns is as important as coming to terms with the shifting trends in the
underlying goods and services that the United States produces and exports.
While historical trading partners such as Canada, Japan, and the European
Union continue to be a strong component of overall U.S. trade, the new and
most dynamic sources of U.S. trading relationships are coming from other
places in the world.

Increasing Trade with Emerging Economies. The share of total U.S.
exports sent to mature trading partners has been declining for decades.
The share of total U.S. goods exports consumed by the 27 countries of
the European Union (EU) dropped from nearly one-third (31 percent) in
1948 to one-fifth (21 percent) in 2009, even though these economies have
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grown increasingly wealthy. The share of total U.S. goods exports to histori-
cally important high-income economies like Japan and Canada has also
shown signs of decline (Figure 4-8). But the European Union, Canada, and
Japan are not buying less from the United States than they did in the past.
Rather, U.S. exporters are now shipping an increasing amount of goods to
other, faster-growing economies, in addition to maintaining their historical
trading relations (Figure 4-9).

Figure 4-8
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U.S. trade with China exemplifies this story. As late as 2000, the year
before China joined the World Trade Organization (WTO) and substantially
opened its market to imports, only 2 percent of all U.S. goods exports went
to China. By 2009, after a decade of rapid growth, China had become the
fourth-largest destination market for U.S. goods exports after the European
Union, Canada, and Mexico. Mexico is another prime example. Mexico’s
import tariffs in 1982 averaged 16 percent with a maximum rate of 100
percent (de la Torre and Gonzélez 2005). Mexico signed onto the General
Agreement on Tariffs and Trade (GATT) in 1986, and by 1992 it had cut
those tariffs under the GATT to an average of 11 percent with a maximum
rate of only 20 percent. In recent years, the share of total U.S. goods exports
to Mexico has remained steady at 12 percent, nearly double its level in the
early 1980s before Mexico liberalized its economy, signed onto the GATT,
and negotiated the North American Free Trade Agreement (NAFTA).
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Figure 4-9
Share of U.S. Goods Exports to Major Emerging Economies
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U.S. exports to several other emerging economies still have room to
grow. The share of total U.S. goods exports going to Brazil, India, and a
number of other emerging economies (see Figure 4-9) has increased slightly
from its mid-1980s low point, hitting a recent peak in the mid-1990s when
some of these economies went through an initial phase of trade liberaliza-
tion. U.S. export growth to these economies has since leveled off. Whether
future U.S. export growth to these other emerging economies replicates the
experience of earlier U.S. export expansions into China and Mexico—and
even to Japan through the 1980s (see Figure 4-8)—depends partly on the
extent to which these other emerging economies commit to liberalizing
their import markets. A key item on the Administration’s trade agenda is
therefore continued work to open these markets through the Doha Round
of WTO negotiations.

U.S. import patterns are also experiencing a reorientation. At the end
of the 1940s, Japan and the European Union countries were still devastated
by World War II and far from being the mature economies they are now.
After these economies rebuilt, however, they quickly became large sources
for U.S. imports. The European economies peaked at supplying nearly 30
percent of U.S. goods imports in the late 1960s; Japan peaked at roughly 20
percent of U.S. imports in the mid-1980s. Imports from Canada peaked at
nearly 30 percent around 1970. U.S. imports from Canada, the European
Union, and Japan continue to grow, but the share of U.S. imports from
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these countries has declined as imports from fast-growing export markets,
including China and Mexico, have increased (Figure 4-10).

Figure 4-10
Share of U.S. Goods Imports by Foreign Source
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Doubling U.S. Exports. In his January 2010 State of the Union address,
the President established a goal of doubling U.S. exports of goods and
services in five years, meaning that nominal exports would double from their
2009 level of $1.57 trillion to an annual level of $3.14 trillion by the end of
2014. To meet that goal, U.S. exports need to grow an average of 15 percent
a year. So far, exports are on track to meet or exceed that pace. Through the
first three quarters of 2010, U.S. exports of goods and services increased by
17 percent relative to the same period in 2009. Doubling exports over five
years will increase the number of jobs supported by exports, and impor-
tantly, these are, on average, higher-paying jobs.

Goods exports have been rising faster than total exports, increasing
22 percent through the first three quarters of 2010. But that total masks
significant variation in exports to different regions. U.S. goods exports to
the Pacific Rim (East Asia and Oceania) increased by 32 percent, to Latin
America by 29 percent, to Canada and Mexico by 26 percent, but to Europe
by only 9 percent. This slow export growth to Europe means that even
though it is a key export partner, the European market contributed very little
to export growth in 2010. Some of this variation is attributable to the longer
term, pre-crisis trends in which U.S. exports to many emerging economies
were already increasing.
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The extent to which a region drives U.S. export growth is not simply
a function of the growth rate of U.S. exports to the region. The size of the
trading relationship matters. Even though exports to our NAFTA partners
grew more slowly than those to the Pacific Rim, exports to Canada and
Mexico contributed more to total export growth because they represented
roughly a third of all U.S. exports. Still, increasing demand from emerging
markets is essential to the growth of U.S. exports. Emerging markets
accounted for 43 percent of U.S. goods exports during the first nine months
of 2010, but they generated half of the export growth during that period
and might have generated even more than half had not excellent U.S.
export performance to Canada and Korea helped keep up export growth to
advanced regions. Faster growth of exports to emerging economies means
their share of U.S. exports will rise over time.

Figure 4-11
U.S. Export Growth vs. Foreign GDP Growth, 2009:Q2 —2010:Q2
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Sources: IMF Monthly Direction of Trade Statistics; country sources; CEA calculations.

A crucial determinant of U.S. export growth to a region is the pace
at which that market is growing, that is, the speed and depth of trading
partners’ domestic economic recoveries. Figure 4-11 illustrates this fact by
showing the strong positive relationship between growth in foreign real
GDP and nominal growth in U.S. goods exports between the second quarter
of 2009 and the second quarter of 2010. The relationship suggests that
each percentage point of economic growth in a country is correlated with
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more than 2 percentage points of additional U.S. bilateral export growth.
Eliminating Singapore, the sole outlier, leads to a relationship of roughly
three to one.® Thus, growth abroad is good for the United States—the global
economy is not a zero-sum game.

Figure 4-12
Projected Share of U.S. Nominal Export Growth, 2009-14

® Canada
B Mexico
EEU
China
Other advanced

economies

B Other emerging /
developing
economies

Sources: IMF, World Economic Outlook, October 2010; Bureau of Economic Analysis /
Census Bureau, U.S. International Trade in Goods and Services; CEA calculations.

U.S. export growth also benefits from changes in relative prices caused
by faster inflation in growing emerging markets because faster inflation
abroad means U.S. goods are cheaper on world markets relative to goods
from these countries. These price and growth relationships suggest that if
the United States is to double exports, an overwhelming portion of that
new export growth will come from faster-growing emerging and developing
economies. Figure 4-12 shows the share of projected growth of U.S. nominal
exports by region using IMF forecasts for GDP and price growth in different
regions. Trade with America’s traditional partners will remain important.
For example, trade with the European Union is likely still to be roughly
20 percent of U.S. exports by 2014, and growth in exports to EU countries
will be roughly 10 percent of U.S. export growth over the five-year period.
But more than 70 percent of U.S. export growth is projected to come from
Mexico, China, and other emerging and developing countries. Growth in

¢ These findings are consistent with standard results on aggregate relationships across countries,
which suggest that growth of real exports increases roughly 2 percent for every 1 percent of world
real GDP growth; see Chinn (2005) and IMF (2007). In addition, one would expect U.S. export
prices to rise in fast-growing markets, so the result that nominal growth of U.S. goods exports
rose at a faster pace than the anticipated real growth is also to be expected.
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these countries and active engagement in trade with them will be essential
to meeting the Administration’s goal of doubling U.S. exports in five years.

TrRADE PoLicy

Recent economic research has focused on U.S. firm productivity
and the fixed cost of exporting as fundamental determinants of which U.S.
businesses are able to enter new markets and export successfully (Bernard
et al. 2007). Some costs to firms of market entry are well known—for
example, learning about customer-specific attributes and tailoring products
accordingly, establishing new distribution networks to reach a market, and
targeting advertising to attract those new customers. Nevertheless, U.S. busi-
nesses that seek to enter a new foreign market sometimes have to overcome
additional costs, such as foreign import tariffs. Another such cost is nontariff
barriers, including foreign requirements that the exporting firm undertake
a costly modification of its export product to fit local standards, even in the
absence of any recognized technical, safety, or customer benefit for doing so.

Appropriately tailored government policy can reduce some of the
costs that firms must incur to export to new foreign markets. In particular,
the President’s National Export Initiative includes several policy instru-
ments aimed at reducing these costs. These instruments include negotiating
the reduction of foreign tariffs and removal of nontariff barriers to trade,
enforcing existing market access agreements, and increasing advocacy and
access to credit for U.S. exporters.

Negotiating to Open New Markets

Any import tariff in a foreign market is an additional cost to market
entry that U.S. firms must factor into their export decisions. Despite the
trade liberalization of the past few decades, U.S. exporters still encounter
substantial unevenness in the tariff treatment they receive.

For example, U.S. exporters enjoy low tarifts and open markets in U.S.
NAFTA partners Mexico and Canada. Equally important are the relatively
open markets of several high-income economies with which the United
States has partnered for more than 60 years under the WTO and the GATT
before it. As Table 4-1 shows, the European Union and Japan offer U.S.
exporters most-favored-nation (MFN) tariff rates that are on average only
moderately higher than the average rate the United States applies toward
their exports. The applied import tariffs of these high-income economies
are also quite close to their “bound” rates—that is, the upward limits that
their applied tariffs cannot legally exceed without compensation to their
trading partners. The third column of the table provides an alternative
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and more sophisticated measure of import “restrictiveness,” the overall
trade restrictiveness index (OTRI), that takes into account not only import
tariffs but also some nontariff measures and the potential responsiveness of
imports and exports (elasticities) to changes in trade barriers (Kee, Nicita,
and Olarreaga 2009); it does not take into account trade distortions caused
by undervalued exchange rates. The United States is also quite open based
on this index, but Japan’s OTRI is nearly twice as large, indicating that its
nontariff measures are an important constraint to the ability of trading part-
ners to export to its market.

Table 4-1
Import Tariffs, Nontariff Measures, and Trade Restrictiveness, 2008

Import regime Conditions facing
exporters
Applied MEN Bound MEN Overall Trade Foreign Trade
Tariff (simple Tariff (simple Restrictiveness Restrictiveness
Economy average, %) average, %) Index (OTRI) Index (MA-OTRI)
United States 3.5 3.5 6.3 10.3
European Union 5.6 5.5 6.4 9.1
Japan 54 54 11.3 79
Korea 12.2 17.0 -- 9.8
Colombia 12.5 42.9 19.9 8.1
Panama 7.2 235 -- 12.6
China 9.6 10.0 9.8 9.2
Brazil 13.6 314 20.3 12.3
India 13.0 49.0 18.0 8.5
Russia 10.8 -- 19.0 4.0

Notes: Russia’s tariffs are not bound because it is not a WTO member. Dashes indicate data are not
available. The most recently available year’s data are reported where OTRI and MA-OTRI for 2008 are
not available.

Sources: Tariff data from WTO (2009); OTRI and MA-OTRI from World Bank, World Trade Indicators.

There are substantial differences between the openness of these
particular high-income economies and other important U.S. trading part-
ners, however. First, consider Korea, a country with which the United
States recently concluded negotiations on a trade agreement, as well as
Colombia and Panama, countries with which the United States is seeking
free trade agreements. Relatively high tariffs in these countries (see Table
4-1) are likely to remain in place until trade agreements negotiated with
them are ratified and implemented. Completion of these agreements has the
potential to lower and secure these import tariffs for U.S. exporters at rates
much closer to zero and also to remove many other burdensome nontariff
measures (Box 4-2). However, these gains will be realized only if the agree-
ments address these burdensome measures in a sustainable way, which is
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why the Administration is committed to supporting only agreements that
secure serious concessions and that overall are in the interest of U.S. workers
and the U.S. economy.

Box 4-2: The Korea-United States Free Trade Agreement

In December 2010, the Administration announced the successful
resolution of the outstanding issues with the Korea-United States free
trade agreement (KORUS). The agreement is the most economically
significant free trade pact that the United States has negotiated and
signed in nearly 20 years. A study by the U.S. International Trade
Commission estimated that the agreement could boost U.S. annual
goods exports to Korea, including agriculture products and autos, by as
much as $11 billion. The agreement also includes Korean commitments
expected to result in considerable expansion of U.S. services exports.

Table 4-1 highlights why agreements like KORUS are especially
critical for the competitiveness of U.S. exporters. In its absence, U.S.
exporting firms face an average Korean import tariff of 12.2 percent;
under the agreement, this rate will eventually reach zero and will help
U.S. exports compete in Korea against Korean firms. Without KORUS,
U.S. exporters would also be at a competitive disadvantage with other
foreign competitors that also export to Korea. The European Union has
signed a similar trade agreement with Korea, scheduled to be imple-
mented in July 2011, that would give its exports a leg up. Indeed, in
little more than 10 years, the United States has already fallen from being
the number one exporter to Korea to being the fourth-largest supplier,
trailing China, Japan, and the European Union. Implementation of
KORUS and the lowering of Korea’s tariffs toward U.S. exporters are
expected to help stem further erosion.

The KORUS may also result in changes to the composition and
source of U.S. imports. Korea’s exporters already face a relatively low
average U.S. tariff of 3.5 percent even without the agreement. KORUS
would eventually lower that rate to the level enjoyed by the United
States’ other free trade partners, including Canada and Mexico.

Second, the major emerging economies also tend to have more restric-
tive import regimes than the high-income economies. Economic growth in
China, India, and Brazil has surged in part because these nations lowered
their import tariffs significantly from their levels of 20 years ago. U.S. firms
have responded to those reductions by increasing exports to these new
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